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FOREWORD
This volume, the fifteenth of its kind, includes the texts of the Uniform Certified
Public Accountant Examinations from May 1969 to November 1971 prepared
by the Board of Examiners of the American Institute of Certified Public Account
ants and adopted by the examining boards of the 50 states, the District of Columbia,
Puerto Rico, Guam, and the Virgin Islands. The fourteen prior volumes contain
all the examinations since 1917.
While the American Institute of Certified Public Accountants does not publish
official answers, it is felt that students may be benefited by a review of the unofficial
answers published twice a year as a supplement to The Journal of Accountancy.
Consequently, we are publishing simultaneously with this volume a companion
book entitled Unofficial Answers to the Uniform CPA Examinations, May 1969
to November 1971, which contains answers to the questions included in this volume.
Guy W. Trump, Vice President-Education
American Institute of Certified Public Accountants
April 1972
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EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 7, 1969; 1:30 to 6:0 0 p.m.
GROUP I
All problems are required.
Number 1 (Estimated Time— 40 to 50 m inutes)
Instructions
The following items pertain to the taxation of individuals.
Write on a separate sheet your answer for each of the following questions. The
answers should be selected in accordance with the Internal Revenue Code and Tax
Regulations in effect for 1968. Select only one answer for each question.
An example of the manner in which the questions should be marked is shown
in the following illustration:
Question
X X . John Doe is 25 years old, unmarried, has good sight, and did not con
tribute to the support of any other person in 1968. He is entitled to a
deduction for personal exemption of
a. $1,800.
b. $1,200.
c. $ 600.
d. $0.
e. None of the above.
Answer Sheet
XX. c.
1

2

E xamination Q uestions— M ay, 1969
Questions to be Answered

1. Albert Hadland, a landlord, made the following expenditures in 1968 for
an apartment house which he rents: $100 to paint one of the apartments which he
leased for one year, $300 to install aluminum screens on all the windows, $400
to replace kitchen appliances in an apartment and $175 to waterproof the base
ment to stop water leakage. He was contemplating replacing the roof for $4,000
but decided instead to have it repaired for $510. The amount that he can claim as
repairs is
a. $1,085.
b. $ 785.
c. $ 685.
d. $ 510.
e. None of the above.
2. Harold Lund owns oil leases in Louisiana and Texas. During 1968 he
made several trips to inspect oil wells on the leases and consult about future wells
to be drilled. He paid $2,200 for plane fares, $1,200 for hotel and motel bills and
$600 for food. His expenses at his home would have been about $800 if he had not
traveled. Of the $4,000 expenses incurred he can claim as deductible expenses
a. $4,000.
b. $3,200.
c. $2,800.
d. $2,200.
e. None of the above.
3. George Singleton, owner of Singleton Appliance Company, uses the in
stallment method for reporting gross profit on retail sales. His gross profit per
centage was 30 per cent in 1967 and 35 per cent in 1968. An appliance sold in
1967 for $500 had a cost of $375. It was repossessed on January 15, 1968 as
the buyer had not paid an installment since November of 1967. Its fair market
value on January 15, 1968 was $75 and the balance owed on the contract was
$150. The gain or loss on the repossession was
a. $52.50 gain.
b. $45.00 gain.
c. $30.00 loss.
d. $17.50 loss.
e. None of the above.
4. Franklin Ingram files a joint return with his wife. Their adjusted gross
income for 1968 was $8,000. During the year they contributed $1,000 to the
United Fund and $1,500 to the First Church. Their allowable charitable contri
bution is
a. $2,500.
b. $2,400.
c. $1,500.
d. $1,000.
e. None of the above.
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5. Brooks Irvine purchased a new automobile for personal use on December
1, 1967 for $2,700. He paid $900 down and the Friendly Finance Company
loaned him the remainder for a total carrying charge of $200. He agreed to repay
$100 per month for 20 months beginning January 8, 1968. He made the payments
monthly as agreed and can claim as interest for 1968
a. $120 (6% of $2,000— the balance due on 1 /1 /6 8 ).
b. $108 (6% of $1,800—the amount borrowed).
c. $87 (6% of $1,450—the average unpaid balance during 1968).
d. $48 (6% of $800—the balance at 12/31/68).
e. None of the above.
6. Gilbert Jenkins purchased a new machine in January 1967 for $10,000
for use in his business. It had a useful life of 10 years and $500 scrap value. In
1968 when the adjusted basis was $8,500 he sold the machine for $10,700. This
was his only sale of a depreciable asset used in a trade or business and the result
was
a. A long-term capital gain of $2,200 and recapture of investment tax
credit of $700.
b. Ordinary income of $2,200 and recapture of investment tax credit of
$700.
c. Ordinary income of $700, recapture of investment tax credit of $700,
and $1,500 long-term capital gain.
d. A long-term capital gain of $700, recapture of investment tax credit
of $700, and $1,500 ordinary income.
e. None of the above.
7. Ronald Keeton purchased an oil well in January 1968 for $60,000. It was
estimated to contain 100,000 barrels of oil on the date of purchase. During 1968
12,000 barrels of oil were pumped from the well and 10,000 barrels of oil were
sold for $3 per barrel ($30,000). Expenses other than depletion totaled $12,000.
Depletion allowable for 1968 is
a. $10,800.
b. $ 8,250.
c. $ 7,200.
d. $ 6,000.
e. None of the above.
8. Michael Seabrook purchased a factory building in 1962 for $70,000. On
July 17, 1968 when the building had an adjusted basis of $55,000 he sold it for
an $80,000 note to be paid in 10 equal installments with interest at 6 per cent.
In addition to the $80,000 note the buyer agreed on July 17, 1968 to assume an
$11,000 5 per cent mortgage which had an original balance of $15,000. Selling
expenses totaled $1,000. The sales price for determining gain is
a. $95,000.
b. $80,000.
c. $79,000.
d. $69,000.
e. None of the above.
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9. Louis Eaton purchased a personal residence in 1958 for $26,000. On
July 22, 1968 the state condemned the property to make way for a highway and
paid Eaton $21,000. A few days later a real estate agent told Eaton he could have
sold the property for $29,000 if Eaton would have paid him a $1,000 sales
commission. The loss Eaton can claim on his income tax return is
a. $8,000.
b. $5,000.
c. $3,000.
d. $2,000.
e. None of the above.
10. Kenneth Landly purchased a personal residence for $16,800 in 1958. It
had a fair market value of $28,000 on May 6, 1968 when it was damaged by a
fire. The fair market value after the fire was $19,000 and insurance proceeds
totaled $5,000. The net amount of casualty loss he can claim is
a. $11,700.
b. $ 8,900.
c. $ 4,000.
d. $ 3,900.
e. None of the above.
11. George Lafitte purchased a new automobile on March 26, 1967 for $4,000.
He used this automobile 60 per cent for his business and the remainder for per
sonal use. The automobile had a useful life of four years and he claimed depre
ciation of $600 (60% x $1,000) in 1967 and 1968. On April 1, 1968 when
the adjusted basis was $3,400 the car was destroyed by fire. Before the fire the
car had a fair market value of $2,500 and no value after. There was no insur
ance. The casualty losses he can claim on his 1968 return are
a. $1,700 business and $1,500 personal.
b. $1,800 business and $900 personal.
c. $1,500 business and $1,000 personal.
d. $1,500 business and $900 personal.
e. None of the above.
12. Larry Langston purchased a tract of land for $15,000 in 1966 when he
heard a new highway was going to be constructed through the property and the
land would soon be worth $150,000. Highway engineers surveyed the land and
indicated that he would probably get about $125,000. The highway was rerouted
in 1968, however, and the value of the land fell to about $10,000. Langston can
claim a loss of
a. $150,000.
b. $140,000.
c. $115,000.
d. $ 5,000.
e. None of the above.
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13. George McDougal loaned a friend $5,000 in 1966 and it had not been
repaid in 1968 when the friend died insolvent. McDougal should treat this non
business bad debt as
a. An ordinary and necessary business loss.
b. A deduction from adjusted gross income.
c. A short-term capital loss deductible in full.
d. A short-term capital loss subject to the capital loss limitation.
e. None of the above.
14. Newton McVey, M.D., reports his income on the cash basis. During 1968
McVey operated on a patient and sent him a bill for $2,000. The patient said
the operation was not a success and he would pay only $1,000. McVey agreed
to reduce the bill to $1,250 but before payment was made the patient died from
pneumonia. McVey could not collect from the patient’s estate and should treat
this loss for tax purposes as
a. An ordinary and necessary business deduction of $2,000.
b. An ordinary and necessary business deduction of $1,250.
c. A short-term capital loss of $1,250.
d. A nondeductible loss because no income was reported.
e. None of the above.
15. Walter Middleton made a personal loan of $25,000 to George Mangham
on March 8, 1967 and received a one year 6 per cent note for $25,000 secured
by stock of Suburban Gas Corporation with a fair market value of $26,000.
Mangham defaulted on the loan and rather than sell the stock Middleton had it
transferred to his name on March 8, 1968 when the stock had a fair market
value of $23,500. On September 16, 1968 Middleton sold the stock for $22,500
and may claim a
a. Short-term capital loss of $1,500 and a long-term capital loss of $1,000.
b. Short-term capital loss of $2,500.
c. Long-term capital loss of $2,500.
d. Long-term capital loss of $1,500 and a short-term capital loss of $1,000.
e. None of the above.
16. Randolph Scarborough sold his farm in 1968. At the date of the sale the
farm had an adjusted basis of $60,000 and was encumbered by a mortgage of
$45,000. The buyer paid him $20,000 in cash, agreed to take title subject to
the $45,000 mortgage and agreed to pay Randolph $20,000 with interest at 6
per cent one year from the date of sale. The gain on the sale is
a. $60,000.
b. $45,000.
c. $40,000.
d. $20,000.
e. None of the above.
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17. Frank Reams mailed a check for $200 on December 30, 1968 in part
payment of a $350 pledge he made to State University on November 1, 1968.
The University did not deposit the check until January 3, 1969. Without regard
to the charitable contribution limitation Reams can claim for 1968
a. $200 whether on the cash or accrual basis.
b. $200 if on the cash basis and $350 if on the accrual basis.
c. $350 whether on the cash or accrual basis.
d. The full amount in the year the final payment is made whether on the
cash or accrual basis.
e. None of the above.
18. Roland Ryland reports on the cash basis and he had sales of stock on the
New York Stock Exchange both at a gain and loss on December 31, 1968. Both
sales were executed and confirmed by the broker on December 31, 1968. He
received the proceeds on both sales on January 7, 1969. He should report
a. Both the gain and loss in 1968.
b. Both the gain and loss in 1969.
c. The gain in 1969 and the loss in 1968.
d. The gain in 1968 and the loss in 1969.
e. None of the above.
19. George Rathman received a salary of $45,000 as an actor in 1968 and had
a taxable income of $42,000. Taxable income for the 4 preceding years was $6,000,
$10,000, $14,000 and $18,000 consisting entirely of salary. For income averag
ing in 1968 Rathman’s averageable income is
a. $30,000.
b. $26,000.
c. $24,000.
d. $18,000.
e. None of the above.
20. Leonard Sadler, who is not a real estate dealer, sold a farm he owned for
$70,000. The terms of the sale provided for a down payment with the balance
due in three annual equal installments with interest at 6 per cent. The first install
ment was due one year from date of sale. The basis of the land to Sadler was
$50,000 and the sale was made on April 15, 1968. It will not be possible for
Sadler to use the installment sales method if the down payment exceeds
a. $21,000.
b. $15,000.
c. $14,000.
d. $10,000.
e. None of the above.

Number 2 (Estimated time— 40 to 50 m inutes)
Ratio analysis is often applied to test the reasonableness of the relationships
among current financial data against those of prior financial data. Given prior
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financial relationships and few key amounts, a CPA could prepare estimates of
current financial data to test the reasonableness of data furnished by his client.
Argo Sales Corporation has in recent prior years maintained the following
relationships among the data on its financial statements:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.

Gross profit rate on net s a le s ....................................................
40%
Net profit rate on net s a le s ......................................................
10%
Rate of selling expenses to net s a le s ....................................... 20%
Accounts receivable tu rn o v e r....................................................
8 per year
Inventory tu rn o v e r...................................................................... 6 per year
Acid-test ratio ............................................................................
2 to 1
Current ratio ..............................................................................
3 to 1
Quick-asset composition:8% cash, 32% marketable securities, 60% ac
counts receivable
Asset tu rn o v e r.............................................................................
2 per year
Ratio of total assets to intangible a s s e ts .................................. 20 to 1
Ratio of accumulated depreciation to cost of fixed assets . . . 1 to 3
Ratio of accounts receivable to accounts p a y a b le ..................
1.5 to 1
Ratio of working capital to stockholders’ e q u ity ....................
1 to 1.6
Ratio of total debt to stockholders’ e q u ity ...............................
1 to 2

The Corporation had a net income of $120,000 for 1968 which resulted in earn
ings of $5.20 per share of common stock. Additional information includes the
following:
1. Capital stock authorized, issued (all in 1960), and outstanding:
Common, $10 per share par value, issued at 10% premium
Preferred, 6% nonparticipating, $100 per share par value, issued at a
10% premium
2. Market value per share of common at December 31, 1968: $78
3. Preferred dividends paid in 1968: $3,000
4. Times interest earned in 1968: 33
5. The amounts of the following were the same at December 31, 1968 as at
January 1, 1968: inventory, accounts receivable, 5% bonds payable— due
1970, and total stockholders’ equity
6. All purchases and sales were “on account.”

Required:
a. Prepare in good form the condensed (1) balance sheet and (2) income
statement for the year ending December 31, 1968 presenting the amounts you
would expect to appear on Argo’s financial statements (ignoring income taxes).
Major captions appearing on Argo’s balance sheet are: Current Assets, Fixed
Assets, Intangible Assets, Current Liabilities, Long-term Liabilities, and Stock
holders’ Equity. In addition to the accounts divulged in the problem, you should
include accounts for Prepaid Expenses, Accrued Expenses, and Administrative
Expenses. Supporting computations should be in good form.
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b . Compute the following for 1968 (show your computations):

1.
2.
3.
4.
5.

Rate of return on stockholders’ equity.
Price-earnings ratio for common stock.
Dividends paid per share of common stock.
Dividends paid per share of preferred stock.
Yield on common stock.

Number 3 (Estimated time—40 to 50 m inutes)
Wells and Williams formed a partnership on January 1, 1966. They have agreed
to admit Meyer as a partner on January 1, 1969. The books for the year ending
December 31, 1968 are closed. The following additional information is available:
1. Wells and Williams shared profits equally until January 1, 1968 when they
agreed to share profits 40 per cent and 60 per cent respectively. The profit-sharing
ratio after Meyer is admitted will be 32 per cent to Wells, 48 per cent to Williams,
and 20 per cent to Meyer.
2. Meyer will invest $25,000 cash for a one-fifth interest in the capital of the
partnership.
3. Wells and Williams reported earnings of $22,000 in 1966, $35,000 in 1967,
and $32,000 in 1968.
4. The partnership of Wells and Williams did not use accrual accounting for
some items. It was agreed that before Meyer’s admission is recorded adjustments
should be made in the accounts retroactively to report properly the following
items on the accrual method of accounting:
a. The collections on installment sales were regarded as representing first
the realization of the gross profit on the contract. After recognition of the full
gross profit on each installment sale all further collections were regarded as a
recovery of cost. A minimum down payment equal to the gross profit was re
quired on all installment sales. The full collection of the sales price on installment
sales is not reasonably assured at the time of the sale and there is no reasonable
basis for determining the degree of uncollectibility. Data pertaining to installment
sales are summarized below:

Installment contracts receivable per books on
December 31 for sales made in:
1966 .........................................................
1967 .........................................................
1968 .........................................................
Collections on installment sales ...................
Gross profit per cent on installment sales . .

1966

1967

$18,000

$10,000
24,000

51,000
30%

55,000
32%

1968

$11,000
19,000
60,000
33%
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b. Bad debts on trade accounts receivable were recorded when accounts
were deemed uncollectible. It was agreed that an allowance for bad debts should
be established and should include $250 from 1967 sales and $950 from 1968
sales. Bad debts previously recorded and years of sale were:

Bad Debts Recorded
Year
Amount
1966
$ 800
1967
1,390
1968
1,575
$3,765
Totals

1966
$ 800
900
$1,700

Bad Debts Recorded for
Sales Made in
1967
$ 490
750
$1,240

1968

$825
$825

c. Salaries and insurance were recorded as expense when paid. The
amounts of accrued salaries and prepaid insurance at the end of each year were:

Accrued salaries.......................
Prepaid insurance.....................

1966
$600
330

December 31
1967
$650
420

1968
$820
580

Required:
a. Prepare schedules presenting the computation of the overstatement or under
statement of net income each year for each of the following items because they
were not recorded by the accrual method of accounting:
1. Gross profit on installment sales contracts.
2. Bad debts expense on trade accounts receivable.
3. Salaries expense.
4. Insurance expense.
b. Assume that your computations in part “a” resulted in net overstatements
of net income of $7,000 in 1966 and $6,000 in 1967 and a net understatement
of net income of $1,000 in 1968. Prepare a schedule presenting a computation
of the adjustments necessary to properly report Wells’ and Williams’ capital ac
count balances at December 31, 1966, 1967, and 1968.
c. Assume that the adjusted capital balances on January 1, 1969 were $60,000
for Wells and $76,000 for Williams. Prepare a schedule presenting (1) the com
putation of Meyer’s capital balance if he is admitted under the goodwill method
and (2) the amount of goodwill to be recognized.

10
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Number 4 (Estimated tim e—50 to 6 0 m inutes)
Good Hope Hospital completed its first year of operation as a qualified institu
tional provider under the health insurance (H I) program for the aged and wishes
to receive maximum reimbursement for its allowable costs from the government.
The Hospital engaged you to assist in determining the amount of reimbursement
due and furnished the following financial, statistical and other information:
1. The Hospital’s charges and allowable costs for departmental inpatient ser
vices were:

Departments
Inpatient routine services (room, board,
nursing) ............................................
Inpatient ancillary service departments:
X-ray ..................................................
Operating room ...............................
Laboratory ........................................
Pharmacy ..........................................
Other ..................................................
Total ancillary .............................
Totals ....................................................

Charges for
H I Program
Beneficiaries

Total
Charges

Total
Allowable
Costs

$425,000

$1,275,000

$1,350,000

56,000
57,000
59,000
98,000
10,000
280,000
$705,000

200,000
190,000
236,000
294,000
80,000
1,000,000
$2,275,000

150,000
220,000
96,000
207,000
88,000
761,000
$2,111,000

2. For the first year the Reimbursement Settlement for Inpatient Services may
be calculated at the option of the provider under either of the following apportion
ment methods:
(a) The Departmental RCC (ratio of cost centers) Method provides for
listing on a departmental basis the ratios of beneficiary inpatient
charges to total inpatient charges with each departmental beneficiary
inpatient charge ratio applied to the allowable total cost of the re
spective department.
(b) The Combination Method (with cost finding) provides that the cost
of routine services be apportioned on the basis of the average allow
able cost per day for all inpatients applied to total inpatient days of
beneficiaries. The residual part of the provider’s total allowable cost
attributable to ancillary (nonroutine) services is to be apportioned in
the ratio of the beneficiaries’ share of charges for ancillary services
to the total charges for all patients for such services.
3. Statistical and other information:
(a) Total inpatient days for all p a tie n ts ......................................... 40,000
(b) Total inpatient days applicable to H I beneficiaries (1,200
aged patients whose average length of stay was 12.5 days) . . 15,000
(c) A fiscal intermediary acting on behalf of the government’s medicare
program negotiated a fixed “allowance rate” of $45 per inpatient day
subject to retroactive adjustment as a reasonable cost basis for reim
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bursement of covered services to the hospital under the H I program.
Interim payments based on an estimated 1,000 inpatient-days per
month were received during the 12-month period subject to an ad
justment for the provider’s actual cost experience.
Required:
a. Prepare schedules computing the total allowable cost of inpatient services
for which the provider should receive payment under the H I program and the
remaining balance due for reimbursement under each of the following methods:
1. Departmental RCC method.
2. Combination method (with cost finding).
b. Under which method should Good Hope Hospital elect to be reimbursed
for its first year under the HI program assuming the election can be changed for
the following year with the approval of the fiscal intermediary? Why?
c. Good Hope Hospital wishes to compare its charges to H I program bene
ficiaries with published information on national averages for charges for hospital
services.
Compute the following (show your computations):
1. The average total hospital charge for an HI inpatient.
2. The average charge per inpatient day for H I inpatients.

12
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GROUP II
Estimated time— 50 to 60 minutes
Solve only one of the two problems in this group.
If both are solved only the first will be considered.

Number 5
Commercial Products Corporation, an audit client, requested your assistance
in determining the potential loss on a binding purchase contract which will be
in effect at the end of the Corporation’s fiscal year. The Corporation produces a
chemical compound which deteriorates and must be discarded if it is not sold by
the end of the month during which it is produced.
The total variable cost of the manufactured compound is $25 per unit and it
is sold for $40 per unit. The compound can be purchased from a vertically in
tegrated competitor at $40 per unit plus $5 freight per unit. It is estimated that
failure to fill orders would result in the complete loss of 8 out of 10 customers
placing orders for the compound.
The Corporation has sold the compound for the past 30 months. Demand has
been irregular and there is no sales trend. During this period sales per month
have been:
Units Sold per Month
4,000
5,000
6,000

Number of Months*
6
15
9

*Occurred in random sequence

Required:
a. For each of the following, prepare a schedule (with supporting computa
tions in good form) of the
1. Probability of sales of 4,000, 5,000 or 6,000 units in any month.
2. Marginal income if sales of 4,000, 5,000 or 6,000 units are made in one
month and 4,000, 5,000 or 6,000 units are manufactured for sale in
the same month. Assume all sales orders are filled. (Such a schedule
is sometimes called a “payoff table.” )
3. Average monthly marginal income the Corporation should expect over
the long run if 5,000 units are manufactured every month and all sales
orders are filled.
b. The cost of the primary ingredient used to manufacture the compound is
$12 per unit of compound. It is estimated that there is a 60 per cent chance that
the primary ingredient supplier’s plant may be shut down by a strike for an in
definite period. A substitute ingredient is available at $18 per unit of compound
but the Corporation must contract immediately to purchase the substitute or it
will be unavailable when needed. A firm purchase contract for either the primary
or the substitute ingredient must now be made with one of the suppliers for pro
duction next month. If an order were placed for the primary ingredient and a
strike should occur, the Corporation would be released from the contract and
management would purchase the compound from the competitor.
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Assume that 5,000 units are to be manufactured and all sales orders are to
be filled.
1. Compute the monthly marginal income from sales of 4,000, 5,000 and
6,000 units if the substitute ingredient is ordered.
2. Prepare a schedule computing the average monthly marginal income the
Corporation should expect if the primary ingredient is ordered with the
existing probability of a strike at the supplier’s plant. Assume that the
expected average monthly marginal income from manufacturing will be
$65,000 using the primary ingredient or $35,000 using the substitute
and the expected average monthly loss from purchasing from the com
petitor will be $25,000.
3. Should management order the primary or substitute ingredient during
the anticipated strike period (under the assumptions stated in “b.2”
above)? Why?
4. Should management purchase the compound from the competitor to fill
sales orders when the orders cannot be otherwise filled? Why?
Number 6
The bookkeeper for the Jacob Vocational School resigned on March 1, 1968
after he prepared the following general ledger trial balance and analysis of cash
as of February 29, 1968:

Jacob Vocational School
GENERAL LEDGER TRIAL BALANCE
February 29, 1968
Debits
Cash for general current operations..............................................
Cash for restricted current uses ....................................................
Stock donated by D. E. M a rc y .......................................................
Bonds donated by E. T. P e a rc e .......................................................
Building ............................................................................................
Land ...................................................................................................
General current operating expenses................................................
Faculty recruitment expenses...........................................................
Total ......................................................................................

$258,000
30,900
11,000
150,000
33,000
22,000
38,000
4,100
$547,000

Credits
Mortgage payable on fixed assets....................................................
Income from gifts for general operations......................................
Income from gifts for restricted u s e s ..............................................
Student fe e s ........................................................................................
Unappropriated s u rp lu s ...................................................................
Total ......................................................................................

$ 30,000
210,000
196,000
31,000
80,000
$547,000
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Jacob Vocational School
ANALYSIS OF CASH
For the Six Months Ended February 29, 1968

Cash for general current operations:
Balance, September 1, 1967 ....................................
Add: Student f e e s ....................................................
Gift of W. L. J a c o b ......................................
Deduct: General current operation expenses . . . .
Payment on land and building.................
Cash for restricted uses:
Gift of W. L. Jacob for faculty recruitm ent..........
Less faculty recruitment expenses...........................
Checking account balance, February 29, 1968

$ 80,000
$ 31,000
210,000
38,000
25,000

241,000
321,000
63,000
35,000
4,100

$258,000
30,900
$288,900

You were engaged to determine the proper account balances for the school as
of August 31, 1968, the close of the school’s fiscal year. Your examination dis
closed the following information:
1. D. E. Marcy donated 100 shares of Trans, Inc. stock in September 1967
with a market value of $110 per share at the date of donation. The terms of
the gift provide that the stock and any income thereon are to be retained intact.
At any date designated by the board of directors the assets are to be liquidated
and the proceeds used to assist the school’s director in acquiring a personal resi
dence. The school will not retain any financial interest in the residence.
2. E. T. Pearce donated 6 per cent bonds in September 1967 with par and
market values of $150,000 at the date of donation. Annual payments of $3,500
are to be made to the donor during his lifetime. Earnings in excess of these
payments are to be used for current operations in the following fiscal year.
Upon the donor’s death the fund is to be used to construct a school cafeteria.
3. No transactions have been recorded on the school’s books since February
29, 1968. An employee of the school prepared the following analysis of the
checking account for the period from March 1 through August 31, 1968:
$288,900
Balance, March 1, 1968 ..............................................
Deduct: General current operating expenses.......... $ 14,000
47,000 $ 61,000
Purchase of equipment ................................
Less student f e e s ............................................ ...............
8,000
Net expenses.......................................... ................................... 53,000
Payment for director’s residence...............
11,200
53,600
10,600
600
Less sale of 100 shares of Trans, Inc. stock.
235,300
Total .................................................
Add: Interest on 6% b o n d s......................................
9,000
3,500
5,500
Less payments to E. T. P e a rc e .......................
$240,800
Balance, August 31, 1968 ............................................

A ccounting P ractice—P art I
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Required:
Prepare a worksheet presenting the trial balance at February 29, 1968, ad
justing entries, transaction entries from March 1 through August 31, 1968, and
distributions to the proper funds or groups of accounts. The following column
headings are recommended for your worksheet:
1. Trial Balance, February 29, 1968.
2. Adjustments and Transactions— Debit.
3. Adjustments and Transactions—Credit.
4. General Current Fund.
5. Restricted Current Funds.
6. Plant Funds— Invested in Plant.
7. E. T. Pearce Annuity Fund
Number all adjusting and transaction entries. Formal journal entries and state
ments are not required. Supporting computations should be in good form.

EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 8, 1969; 1:30 to 6 :00 p.m.
All problems are required.
Number 1 (Estimated time— 50 to 60 minutes)
You were engaged to examine the financial statements for the year ended
December 31, 1968 of Tyme Motor Freight, Inc. and must determine the rea
sonableness of the recorded federal income tax liability. The Corporation is an
accrual basis taxpayer. The outstanding stock of the Corporation is construc
tively owned 55 per cent by Steve Brin and 45 per cent by non-related persons.
You are satisfied that the income per books before federal taxes of $70,100
is fairly stated. Your examination disclosed the following items which were in
cluded in the determination of income per books:
1. Entries in the Investment in Stock account were made to record the
following:
Name of
Number of
Stock
Shares
Vans, Inc........... . . . . 250
Imke, Inc........... ___ 200
Imke, Inc............ . . . . 200

Date
Purchased
3/15/66
7/6/68
7/20/68

Cost
$6,300
4,900
5,200

Date
Sold

Sales
Price

8/3/68

$4,500

Loss Per
Books
$4,200
700

Two thirds of the cost of the Vans, Inc. stock was written off as worthless
during 1968 because of a decline in the market value of the stock resulting from
the filing by Vans, Inc. of a petition in bankruptcy in federal court.
2. In 1968 the Corporation began to estimate and accrue on a monthly basis
freight claim losses. During the year $12,000 in estimated losses were accrued
of which $2,200 were paid.
3. Interest totaling $360 on a loan from Brin was accrued and deducted on
the books in 1968. Because of a temporary shortage of cash the Corporation
could not pay the loan or interest until April 1, 1969. Brin files his personal
tax return on the cash basis and will include the interest on his 1969 return.
16
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4. Fines and attorney’s fees included the following:
Overloading fines ................................................................................
$2,500
Attorney’s fees for:
Unsuccessfully defending overloading charges..............................
400
Testifying before State Senate hearing on highway use taxes . . .
500
Filings with Interstate Commerce Commission to extend routes
(application denied in 1968) ....................................................
1,400
5. Advertising expenses recorded in 1968 included:
Advertisement (with no business relationship established) in the
program for a political convention................................................ $1,200
Advertisement in The Truckers Jo u rn a l...........................................
1,100
One sixth of a T.V. advertising cam paign.......................................
900
(All of the advertising was telecast in December 1968 and the
total cost of $5,400 was paid in advance. Management believes
the advertising program will produce business for a total of 6
months.)
6. Data for fixed assets which were sold during 1968 are summarized below:

Date p u rchased......................................
Cost ........................................................
Accumulated depreciation:
12/31/63 ..........................................
12/31/67 ..........................................
Depreciation method ...........................
Life ........................................................
Estimated salvage value at acquisition .
Sales p r ic e ..............................................
Date Sold ..........................................

Warehouse
No. 1.5
12/30/57
$100,000

2 Truck
Tractors
12/31/60
$20,000

Warehouse
Land
No. 19
1/3 /6 4
1/8/62
$25,500
$110,000

29,400
49,000
S L
20 years
$ 2,000
58,000
1/5/68

6,000
14,000
S L
8 years
$ 4,000
7,500
1/5/68

19,500
59,500
SYD
20 years
$ 5,000
65,000
1/11/68

$31,000
1/5/68

7. On January 4, 1968 10 truck tractors were purchased for a total of $121,
000. Salvage value is estimated at $900 each at the end of a 7-year useful life.
The straight-line method is used for computing depreciation and the Corporation
elects for tax purposes to deduct the additional 20 per cent first-year depreciation
and to reduce salvage value to the minimum allowable for assets acquired in
1968. Depreciation per books was computed without regard to these elections.
Required:
Prepare a schedule for Tyme Motor Freight, Inc. computing the amount of
income taxable as ordinary income. The first item on your schedule should be
“Income per books before taxes— $70,100.” Supporting schedules should identify
gains taxable under Sections 1231, 1245 and 1250 and depreciation on assets
acquired in 1968.
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Number 2 (Estimated time— 40 to 50 minutes)
Derr Sales Corporation’s management is concerned over the Corporation’s cur
rent financial position and return on investment. They request your assistance in
analyzing their financial statements and furnish the following statements:
Derr Sales Corporation
STATEMENT OF WORKING CAPITAL DEFICIT
December 31, 1968
Current liabilities........................................................................................ .. . . . .
Less current assets:
Cash .............................................................................................. $ 5,973
Accounts receivable, net .............................................................
70,952
Inventory ......................................................................................
113,125
Working capital deficit ..................................................................................

$223,050

190,050
$ 33,000

Derr Sales Corporation
INCOME STATEMENT
For the Year Ended December 31, 1968
Sales (90,500 units) ............................................................................................
Cost of goods s o ld .................................................................................................
Gross profit .......................................................................................................
Selling and general expenses, including $22,980 depreciation.......................
Income before taxes ........................................................................................
Income taxes .........................................................................................................
Net income .......................................................................................................

$760,200
452,500
307,700
155,660
152,040
76,020
$ 76,020

Additional data:
Assets other than current assets consist of land, building, and equipment with
a book value of $352,950 on December 31, 1968.
Required:
a. Assuming Derr Sales Corporation operates 300 days per year compute the
following (show your computations):
1. Number of days’ sales uncollected.
2. Inventory turnover.
3. Number of days’ operations to cover the working capital deficit.
4. Return on total assets as a product of asset turnover and the net in
come ratio (sometimes called profit margin).
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b. Sales of 100,000 units are forecasted for 1969. Within this relevant range
of activity costs are estimated as follows (excluding income taxes):

Cost of goods s o l d .................................................................
Selling and general expenses, including $15,450
depreciation .......................................................................
Totals .............................................................................

Fixed
Costs

Variable Costs
Per Unit
$4.90

$129,720
$129,720

1.10
$6.00

The income tax rate is expected to be 50 per cent. Past experience indicates
that current assets vary in direct proportion to sales.
1. Management feels that in 1969 the market will support a sales price
of $8.30 at a sales volume of 100,000 units. Compute the rate of return
on book value of total assets after income taxes assuming manage
ment’s expectations are realized.
2. Assuming sales of 100,000 units at a price of $8.30 per unit in 1969
prepare an analysis of the variation in gross profit between 1968 and
1969. Your analysis should show the effects of changes in 1969 in sales
volume, sales prices and unit costs on gross profit.

Number 3 (Estimated time— 50 to 60 m inutes)
Ruidoso Ski Lodge operates a ski shop, restaurant and lodge during the 120day ski season from November 15 to March 15. The proprietor is considering
changing his operations and keeping the Lodge open all year.
Results of the operations for the year ended March 15, 1969 were as follows:

Revenue .............
Costs:
Costs of goods
sold ............
Supplies ..........
Utilities ........
Salaries ..........
Insurance ........
Property taxes
on building
Depreciation .
Total costs . .
Net income or
(loss) ...............

Ski Shop
Amount Per Cent
$27,000
100%

Restaurant
Amount Per Cent
$40,000
100%

Lodge
Amount Per Cent
$108,000
100%

14,850
1,350
270
1,620
810

55
5
1
6
3

24,000
4,000
1,200
12,000
800

60
10
3
30
2

7,560
2,160
32,400
9,720

7
2
30
9

540
1,080
20,520

2
4
76

1,600
2,000
45,600

4
5
114

6,480
28,080
86,400

6
26
80

$ 6,480

24%

$(5,600) (14)%

$ 21,600

20%
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1. The lodge has 100 rooms and the rate from November 15 to March 15
is $10 per day for one or two persons. The occupancy rate from November 15
to March 15 is 90 per cent.
2. Ski shop and restaurant sales vary in direct proportion to room occupancy.
3. For the ski shop and restaurant, cost of goods sold, supplies, and utilities
vary in direct proportion to sales. For the lodge, supplies and utilities vary in
direct proportion to room occupancy.
4. The ski shop, restaurant and lodge are located in the same building. De
preciation on the building is charged to the lodge. The ski shop and restaurant
are charged with depreciation only on equipment. The full cost of the restaurant
equipment became fully depreciated on March 15, 1969 but the equipment has
a remaining useful life of 3 years. The equipment can be sold for $1,200 but
will be worthless in 3 years. All depreciation is computed by the straight-line
method.
5. Insurance premiums are for annual coverage for public liability and fire
insurance on the building and equipment. All building insurance is charged to
the lodge.
6. Salaries are the minimum necessary to keep each facility open and are for
the ski season only except for the lodge security guard who is paid $5,400 per year.
Two alternatives are being considered for the future operation of Ruidoso Ski
Lodge:
1. The proprietor believes that during the ski season the restaurant should be
closed because “it does not have enough revenue to cover its out-of-pocket costs.”
It is estimated that lodge occupancy would drop to 80 per cent of capacity if the
restaurant were closed during the ski season. The space utilized by the restaurant
would be used as a lounge for lodge guests.
2. The proprietor is considering keeping the lodge open from March 15 to
November 15. The ski shop would be converted into a gift shop if the lodge
should be operated during this period with conversion costs of $1,000 in March
and $1,000 in November each year. It is estimated that revenues from the gift
shop would be the same per room occupied as revenues from the ski shop, that
variable costs would be in the same ratio to revenues and that all other costs
would be the same for the gift shop as for the ski shop. The occupancy rate of
the lodge at a room rate of $7 per day is estimated at 50 per cent during the
period from March 15 to November 15 whether or not the restaurant is operated.
Required: (Ignore income taxes and use 30 days per month for computational
purposes.)
a. Prepare a projected income statement for the ski shop and lodge from No
vember 15, 1969 to March 15, 1970 assuming the restaurant is closed during
this period and all facilities are closed during the remainder of the year.
b. Assume that all facilities will continue to be operated during the 4-month
period of November 15 to March 15 of each year.
1. Assume that the lodge is operated during the 8 months from March
15 to November 15. Prepare an analysis which indicates the projected
marginal income or loss of operating the gift shop and lodge during
this 8-month period.
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2. Compute the minimum room rate which should be charged to allow the
lodge to break even during the 8 months from March 15 to November
15 assuming the gift shop and restaurant are not operated during this
period.
N um ber 4 (E stim a ted tim e— 4 0 to 5 0 m in u te s)

Norwood Corporation is considering changing its method of inventory valua
tion from absorption costing to direct costing and engaged you to determine the
effect of the proposed change on the 1968 financial statements.
The Corporation manufactures Gink which is sold for $20 per unit. Marsh is
added before processing starts and labor and overhead are added evenly during
the manufacturing process. Production capacity is budgeted at 110,000 units of
Gink annually. The standard costs per unit of Gink are:
Marsh, 2 pounds .....................................................................
Labor ..........................................................................................
Variable manufacturingoverhead ............................................
Fixed manufacturing overhead................................................

$3.00
6.00
1.00
1.10

A process cost system is used employing standard costs. Variances from stan
dard costs are now charged or credited to cost of goods sold. If direct costing
were adopted only variances resulting from variable costs would be charged or
credited to cost of goods sold.
Inventory data for 1968 follow:

Marsh (pounds) ................. ..........
Work in process
2/5 processed ................. ...........
1/3 processed .................
Finished goods ................... ..........

January 1
50,000

Units
December 31
40,000

10,000
20,000

15,000
12,000

During 1968 220,000 pounds of Marsh were purchased and 230,000 pounds
were transferred to work in process. Also, 110,000 units of Gink were trans
ferred to finished goods. Actual fixed manufacturing overhead during the year
was $121,000. There were no variances between standard variable costs and
actual variable costs during the year.
Required:
a.

Prepare schedules which present the computation of:
1. Equivalent units of production for material, labor, and overhead.
2. Number of units sold.
3. Standard unit costs under direct costing and absorption costing.
4. Amount, if any, of over- or under-applied fixed manufacturing overhead.

b. Prepare a comparative statement of cost of goods sold using standard direct
costing and standard absorption costing.
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Number 5 (Estimated time— 40 to 50 minutes)
The December 31, 1968 balance sheets of the Major Corporation and its two
subsidiaries appear below:

Major Corporation and Subsidiaries
TRIAL BALANCES
December 31, 1968
Major
Assets
Corporation
Cash .................................................... . $ 100,000
Accounts receivable...........................
158,200
Inventories ........................................
290,000
Advance to Minor C orporation........
17,000
Dividends receivable .........................
24,000
Property, plant and equipm ent........
777,600
Allowance for depreciation...............
(180,000)
Investment in Minor Corporation:
6% b o n d s ........................................
23,800
Common s to c k ...............................
308,600
Investment in Mode Corporation:
7,000
Preferred s to c k ...............................
196,000
Common s to c k ...............................
Totals .......................................... . $1,722,200

Liabilities and Capital
Accounts p a y a b le ............................. . .
Notes p ay a b le....................................
Bonds payable .................................
Discount on bonds payable ............
Dividends payable ...........................
Preferred stock, $20 p a r .................
Mode Corporation .......................
Common stock, $10 par
...............
Minor C orporation.......................
Mode Corporation .......................
Retained Earnings ...........................
Minor C orporation.......................
Mode Corporation .......................
Totals ...................................... , . .

$ 170,000
45,000
285,000
(8,000)
22,000
400,000

Minor
Corporation
$ 75,000
210,000
90,000

Mode
Corporation
$ 95,000
105,000
115,000

325,000
(55,000)

470,000
(160,000)

$645,000

$625,000

$ 96,000
14,000
150,000
(12,000)
30,000

$ 86,000
44,000
125,000

50,000
600,000
250,000
200,000
208,200
117,000
$1,722,200

$645,000

120,000
$625,000

Additional information available includes the following:
1. The investment in Minor Corporation stock by the Major Corporation is
composed of the following items:
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Date
4/ 1/6 7
12/31/67
12/31/67
7 / 1/68
12/31/68
12/31/68
12/31/68

Description
Cost of 5,000 shares of Minor Corporation s to c k ...................
20% of the dividends declared in December 1967 by the Minor
Corporation ................................................................................
20% of the 1967 net income of the Minor C orporation...........
Cost of 15,000 shares of Minor Corporation s to c k ...................
80% of the dividends declared in December 1968 by Minor
Corporation ................................................................................
80% of the 1968 net income of the Minor C orporation.........
Total ......................................................................................
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Amount
$ 71,400
(9,000)
12,000
226,200
(24,000)
32,000
$308,600

2. Major Corporation acquired 250 shares of fully participating preferred stock
for $7,000 and 14,000 shares of common stock for $196,000 of the Mode Cor
poration on January 2, 1968. Mode Corporation had a net income of $20,000
in 1968 and did not declare any dividends.
3. Mode Corporation’s inventory includes $22,400 of merchandise acquired
from Minor Corporation for which no payment had been made. Minor Corpora
tion marked-up the merchandise 40 per cent on cost.
4. Major Corporation acquired in the open market 25 $1,000 face-value 6%
bonds of Minor Corporation for $21,400 on January 5, 1965. The Minor Cor
poration bonds mature December 31, 1970. Interest is paid each June 30 and
December 31.
5. The 3 corporations are all in the same industry and their operations are
homogeneous. Major Corporation exercises control over the boards of directors
of both Minor Corporation and Mode Corporation and has installed new prin
cipal officers in both.
Required:
Prepare a worksheet for the preparation of a consolidated balance sheet as of
December 31, 1968 for Major Corporation and its subsidiaries. Consolidated
retained earnings should be allocated to Major Corporation and minority inter
ests should be shown separately. The consolidation is to be accounted for as a
purchase. Formal financial statements and journal entries are not required. Sup
porting computations should be in good form.

EXAMINATION IN AUDITING
May 8, 1969; 8:30 a.m. to 12:00 m.
All questions are required.
Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items. Write your answer
choice on a separate answer sheet, marking only one answer for each item.
An example of the manner in which the questions should be marked is shown
in the following illustration:
Question
XX. A CPA may use different sampling programs to estimate different char
acteristics of a population. For example from a sample of the dollar amounts of
unpaid invoices he could estimate the total dollar value of a population of unpaid
invoices. To test internal control a CPA might sample the population of unpaid
invoices to estimate the number (or rate) of errors in the population. Sampling
for the number of errors is known as
a. Sampling for variables.
b. Sampling for attributes.
c. Stratified sampling.
d. Random sampling.
Answer Sheet
X X . b.
Questions to be Answered
A. The eight following items apply to random sampling for attributes, a sam
pling technique often employed in transaction testing. Assume that all samples
are to be drawn from large populations.
1. Which of the following is an application of sampling for attributes?
a. Estimating the total dollar value of accounts receivable.
b. Estimating the reliability of a sample estimate.
c. Estimating the precision of a sample estimate.
d. Estimating the percentage of sales invoices with totals of less than $10.
24
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2. In a random sample of 1,000 records a CPA determines that the rate of
occurrence of errors is 2 per cent. He can state that the error rate in the
population is
a. Not more than 3 per cent.
b. Not less than 2 per cent.
c. Probably about 2 per cent.
d. Not less than 1 per cent.
3. From a random sample of items listed from a client’s inventory count a
CPA estimates with 90 per cent confidence that the error occurrence rate
is between 4 per cent and 6 per cent. The CPA’s major concern is that
there is one chance in twenty that the true error rate in the population is
a. More than 6 per cent.
b. Less than 6 per cent.
c. More than 4 per cent.
d. Less than 4 per cent.
4. If from a particular random sample a CPA can state with 90 per cent
confidence that the occurrence rate in the population does not exceed 20
per cent, he can state that the occurrence rate does not exceed 25 per
cent with
a. 95 per cent confidence.
b. Greater reliability on his sample.
c. The same reliability on his sample.
d. Less reliability on his sample.
5. If a CPA wishes to select a random sample which must have a 90 per
cent confidence level and an upper precision limit of 10 per cent, the
size of the sample he must select will decrease as his estimate of the
a. Occurrence rate increases.
b. Occurrence rate decreases.
c. Population size increases.
d. Reliability of the sample decreases.
6. If a CPA selects a random sample for which he specified a confidence
level of 99 per cent and upper precision limit of 5 per cent and subse
quently changes the confidence level to 90 per cent, the sample will pro
duce an estimate which is
a. More reliable and more precise.
b. More reliable and less precise.
c. Less reliable and more precise.
d. Less reliable and less precise.
7. If the result obtained from a particular sample will be critical, e.g., the
CPA would not be able to render an unqualified opinion (unless every
item in the population were examined), which of the following is the
most important to the CPA?
a. Size of the population.
b. Estimated occurrence rate.
c. Specified upper precision limit.
d. Specified confidence level.
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8. Which of the following need not be known to evaluate the results of a
sample for a particular attribute?
a. Occurrence rate in the population.
b. Size of the sample.
c. Reliability of the sample.
d. Occurrences in the sample.

B. The eight following items contain examples of internal control deficiencies
observed by a CPA in his client’s computer data processing system. For each of
these conditions or situations, select from a list of control features or procedures
given the one which, if properly utilized, would have been most useful in either
preventing the error or in ensuring its immediate detection and prompt correction.
9. The master file for inventory did not seem right. The file was printed out
and many errors were found. The best control procedure would be
a. Trailer label control totals.
b. A periodic test against physical count.
c. A parity check.
d. Limit tests.
10. The master payroll file on magnetic tape was inadvertently written on by
another processing run. The best control procedure would be a
a. File protection ring.
b. File destruction date on header label.
c. Control figure.
d. Trailer label check.
11. A weekly payroll check was issued to an hourly employee based on 98
hours worked instead of 38 hours. The time card was slightly illegible
and the number looked somewhat like 98. The best control procedure
would be
a. A hash total.
b. A code check.
c. Desk checking.
d. A limit test.
12. In preparing payroll checks the computer omitted 24 of a total of 2,408
checks which should have been processed. The error was not detected
until the foremen distributed the checks. The best control procedure would
be
a. A parity check
b. A module N check.
c. Control totals.
d. Desk checking.
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13. The magnetic tape containing accounts receivable transactions could not
be located. A data processing supervisor said that it could have been put
among the scratch tapes available for use in processing. The best control
procedure would be a
a. Header label.
b. Trailer label.
c. External label.
d. File protection ring.
14. A sales transaction document was coded with an invalid customer account
code (7 digits rather than 8). The error was not detected until the up
dating run when it was found that there was no such account to which
the transaction could be posted. The best control procedure would be
a. Parity checks.
b. Keypunch verification.
c. A hash total check.
d. A check digit.
15. The operator, in mounting the magnetic tape containing the cash receipts
for the processing run to update accounts receivable, mounted the re
ceipts tape from the preceding rather than the current day. The error was
not detected until after the processing run was completed. The best con
trol procedure would be a
a. Header label check.
b. Trailer label check.
c. Parity check.
d. Hash total check.
16. An expense report was prepared by the cost center. One executive ques
tioned one of the amounts and asked for the source documents which
support the total. Data processing was not able to routinely do so. The
best control procedure would be
a. An error listing.
b. An audit trail.
c. Transmittal control.
d. Documentation.
Number 2 (Estimated time— 25 to 30 m inutes)
You have examined Hagren Appliance Corporation’s financial statements for
several years and have always rendered an unqualified opinion. To reduce its
current auditing cost Hagren limited the scope of your examination of its finan
cial statements for the year just ended to exclude accounts receivable and com
missions payable. Hagren’s officers stated that the type of auditor’s opinion you
would render was not important because your report would be used for internal
management purposes only and would not be distributed externally. The ma
teriality of the accounts not examined required you to disclaim an opinion on
the fairness of the financial statements as a whole.
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Required:
a. Why does a CPA prefer that the scope of his auditing engagement not be
limited? Discuss.
b. Assume that in addition to your disclaimer of opinion on Hagren’s financial
statements you rendered a piecemeal opinion on the accounts you examined. Dis
cuss the care you should exercise in rendering a piecemeal opinion.
c. How would a client’s assurance to a CPA that his auditor’s report will be
used only for internal purposes affect the scope of the CPA’s examination and
the kind of opinion rendered? Discuss.

Number 3 (Estimated time—25 to 30 minutes)
Hardware Manufacturing Company, a closely held corporation, has operated
since 1959 but has not had its financial statements audited. The Company now
plans to issue additional capital stock expected to be sold to outsiders and wishes
to engage you to examine its 1968 transactions and render an opinion on the
financial statements for the year ended December 31, 1968.
The Company has expanded from one plant to three plants and has frequently
acquired, modified and disposed of all types of equipment. Fixed assets have a
net book value of 70 per cent of total assets and consist of land and buildings,
diversified machinery and equipment, and furniture and fixtures. Some property
was acquired by donation from stockholders. Depreciation was recorded by sev
eral methods using various estimated lives.
Required:
a. May you confine your examination solely to 1968 transactions as requested
by this prospective client whose financial statements have not previously been
examined? Why?
b. Prepare an audit program for the January 1, 1968 opening balances of the
Land, Building and Equipment and Accumulated Depreciation accounts at Hard
ware Manufacturing Company. You need not include tests of 1968 transactions
in your program.

Number 4 (Estimated time— 25 to 30 m inutes)
Jordan Finance Company opened four personal loan offices in neighboring
cities on January 2, 1968. Small cash loans are made to borrowers who repay
the principal with interest in monthly installments over a period not exceeding
two years. Ralph Jordan, president of the Company, uses one of the offices as a
central office and visits the other offices periodically for supervision and internal
auditing purposes.
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Mr. Jordan is concerned about the honesty of his employees. He came to your
office in December 1968 and stated, “I want to engage you to install a system to
prohibit employees from embezzling cash.” He also stated, “Until I went into
business for myself I worked for a nationwide loan company with 500 offices and
I ’m familiar with that company’s system of accounting and internal control. I
want to describe that system so you can install it for me because it will absolutely
prevent fraud.”
Required:
a. How would you advise Mr. Jordan on his request that you install the large
company’s system of accounting and internal control for his firm? Discuss.
b. How would you respond to the suggestion that the new system would pre
vent embezzlement? Discuss.
c. Assume that in addition to undertaking the systems engagement in 1969,
you agreed to examine Jordan Finance Company’s financial statements for the
year ended December 31, 1968. No scope limitations were imposed.
1. How would you determine the scope necessary to satisfactorily com
plete your examination? Discuss.
2. Would you be responsible for the discovery of fraud in this examina
tion? Discuss.

Number 5 (Estimated time— 25 to 30 m inutes)
Shortly before the due date Daniel Burr requested that you prepare the 1968
federal income tax return for Burr Corporation, a small closely held service cor
poration that he controlled. Burr placed a package on your desk and said, “Here
is all the information you need. I’ll pay you $300 if you prepare the return in
time for filing by the deadline with no extension— and if the tax liability is less
than $2,000 I’ll increase your fee to $500.” The package contained the Corpora
tion’s bank statements and paid checks, prior years’ tax returns prepared on the
accrual basis, and other financial and tax information. The books of account
were not included because they were not posted up to date.
You found that deposits shown on the bank statements substantially exceeded
Burr’s sales figure and the expenses listed seemed rather large in relation to sales.
Burr explained that he made several loans to the Corporation during the year
and expenses just seemed to “mount up.”
Required:
a. 1. What ethical issues should you consider before deciding whether or not
you should prepare the federal income tax return for Burr Corporation?
2. If you prepare this return, must you sign it? Explain.
3. If you sign the return, what does your signature imply?
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b. Assume that you prepared the Corporation’s federal income tax return.
Shortly thereafter Burr came to your office and requested that you prepare finan
cial statements for the Corporation solely from the data on the federal income
tax return you prepared. The statements are to be submitted to a creditor. Discuss
the ethical implications of your preparing the financial statements on:
1. Your stationery.
2. Plain paper.

Number 6 (Estimated time— 25 t o 30 minutes)
The preparation of working papers is an integral part of a CPA’s examination
of financial statements. On a recurring engagement a CPA reviews his audit pro
grams and working papers from his prior examination while planning his cur
rent examination to determine their usefulness for the current engagement.
Required:
a. 1. What are the purposes or functions of audit working papers?
2. What records may be included in audit working papers?
b. What factors affect the CPA’s judgment of the type and content of the
working papers for a particular engagement?
c. To comply with generally accepted auditing standards a CPA includes cer
tain evidence in his working papers, for example, “evidence that the engagement
was planned and work of assistants was supervised and reviewed.” What other
evidence should a CPA include in audit working papers to comply with generally
accepted auditing standards?
d. How can a CPA make the most effective use of the preceding year’s audit
programs in a recurring examination?
e. What advice should a CPA give a client about discontinuing the use of
records needed in an examination and how should a CPA complete his examina
tion when he finds that records reviewed by him in prior examinations have been
discontinued by the client?

Number 7 (Estimated time— 25 to 30 minutes)
You are examining Braun Corporation’s financial statements for the year ended
December 31, 1968. Your analysis of the 1968 entries in the Trade Notes Re
ceivable account was as follows:
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Braun Corporation
ANALYSIS OF TRADE NOTES RECEIVABLE
For the Year Ended December 31, 1968

Date
1968
Jan. 1
Feb. 29
Feb. 29
Mar. 29
Aug. 30

Sept. 4
Nov. 1

Nov. 4
Dec. 27
Dec. 31

Dec. 31
Dec. 31

Folio
Balance forward
Received $25,000 6% note due 10/
29/68 from Daley whose trade ac
count was past due
Discounted Daley note at 6%
Received non-interest bearing demand
note from Edge, the Corporation’s
treasurer for a loan
Received principal and interest due
from Allen and, in accordance with
agreement, 2 principal payments in
advance
Paid protest fee on note dishonored
by Charnes
Received check dated 2/1/69 in set
tlement of Bailey note. The check
was included in cash on hand
12/31/68
Paid protest fee and maturity value
of Daley note to bank. Note dis
counted 2 /2 9 /6 8 was dishonored
Accepted furniture and fixtures with
a fair market value of $24,000 in
full settlement from Daley
Received check dated 1/3/69 from
Edge in payment of 3/29/68 note.
(The check was included in petty
cash until 1/2/69 when it was re
turned to Edge in exchange for a
new demand note of the same
amount.)
Received principal and interest on
Charnes note
Accrued interest on Allen n o t e ........
Totals

Trade Notes
Receivable
Debit
Credit
$118,000

MEMO
CR
CD

$ 24,960
6,200

CR

CD

34,200

5

CR

CD

8,120

26,031

GJ

24,000

CR

6,200

CR

42,437

GJ

1,200
$151,436

$139,917
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The following information is available:
1. Balances at January 1, 1968 were a debit of $1,400 in the Accrued Inter
est Receivable account and a credit of $400 in the Unearned Interest Income
account. The $118,000 debit balance in the Trade Notes Receivable account con
sisted of the following 3 notes:
Allen note dated 8/31/64 payable in annual installments of
$10,000 principal plus accrued interest at 6% each Au
gust 31 ....................................................................................... $70,000
Bailey note discounted to Braun at 6% on 11/1/67 due
11/1/68 .....................................................................................
8,000
Charnes note for $40,000 plus 6% interest dated 12/31/67
due on 9/1/68 ..........................................................................
40,000
2. No entries were made during 1968 to the Accrued Interest Receivable
account or the Unearned Interest Income account and only one entry for a credit
of $1,200 on December 31 appeared in the Interest Income account.
3. All notes were from trade customers unless otherwise indicated.
4. Debits and credits offsetting Trade Notes Receivable debit and credit en
tries were correctly recorded unless the facts indicate otherwise.
Required:
Prepare a worksheet to adjust each entry to correct or properly reclassify it,
if necessary. Enter your adjustments in the proper columns to correspond with
the date of each entry. Do not combine related entries for different dates. Your
completed worksheet will provide the basis for one compound journal entry to
correct all entries to Trade Notes Receivable and related accounts for 1968.
Formal journal entries are not required. In addition to the information shown in
the above analysis, the following column headings are suggested for your work
sheet:
Adjustment or Reclassification Required
Trade
Accounts
Interest
Other Accounts
Trade Notes
Receivable
Income
Amount
Receivable
Debit
Credit
Debit-(Credit) Debit-(Credit) Debit-(Credit) Account Title

EXAMINATION IN COMMERCIAL LAW
May 9, 1969; 8 :3 0 a.m. to 12:00 m.
All questions are required.
N um ber 1 (E stim ated tim e— 20 to 25 m inutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as
it completes the related lettered material. You are to determine whether each of
the legal conclusions is true or false according to the general principles of agency
law. Write on a separate answer sheet whether each conclusion is true or false.
Your grade will be determined from your total net score obtained by deducting
your total of incorrect answers from your total of correct answers; an omitted
answer will not be considered an incorrect answer.
An example of the manner in which the question should be marked is shown
in the following illustration:
Question
XX. The following elements are necessary to constitute a pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1.
2.
3.
4.
5.

False
True
False
True
True
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Questions to be Answered

A . Wallace, a traveling salesman for Excellent Appliances, sold Jackson a washer-

dryer for $600. The bill of sale specified that Wallace was authorized to collect
10 per cent of the purchase price as a down payment and that the appliance
would be delivered within one week. Three days after Jackson received the
washer-dryer, Wallace, without authority from Excellent Appliances, collected
the $540 balance. Wallace has absconded with the entire $600.
1. The Statute of Frauds could be relied upon by Jackson to defeat Ex
cellent Appliances’ claim for payment.
2. The appointment of Wallace as the sales agent for Excellent need not be
in writing.
3. Excellent will recover the $540 balance from Jackson because Wallace
had no apparent authority to collect.
4. The collection of the 10 per cent down payment was expressly author
ized and therefore bars Excellent from recovering this amount from
Jackson.
5. To the extent that either party suffered a loss, recovery may be sought
in an action against Wallace.
B. Franklin was employed by the Gordon Department Store as a driver of one
of its delivery trucks. Franklin was carefully chosen and was exceptionally well
qualified. He was assigned a designated route and made his deliveries during
the regular working hours of the store. Upon completion of his deliveries he
was required to return the truck to the store’s garage. One day while making
his usual deliveries he negligently drove the truck through a red light and
collided with Bunt’s car. Both Bunt and Franklin were injured and their
vehicles were damaged. The collision was solely Franklin’s fault.
6. Franklin was an employee agent (servant).
7. Franklin cannot be held personally liable since he was carrying out
Gordon’s business.
8. The fact that Franklin was carefully chosen and exceptionally well quali
fied will prevent Bunt’s recovering from Gordon.
9. If F ranklin has to pay Bunt for the damages he caused, he is entitled to
a reimbursement from Gordon.
10. Franklin’s negligence will not bar his recovery of workman’s compensa
tion.
C. Baxter owns several cigar stores. He employed Arthur to open a new store in
Arthur’s home town. He told Arthur to use his own (Arthur’s) name on the
store front and make all purchases and sales without disclosing that Baxter
owned the business. In this way Baxter hoped to obtain the benefits of local
ownership and trade on Arthur’s popularity in the community. Arthur agreed
and made many sales and purchases in his own name.
11. Baxter is an undisclosed principal.
12. Baxter cannot be held liable to third parties on contracts they made with
Arthur in his own name in that they did not rely on Baxter’s credit.
13. Third parties who learn of Baxter’s ownership of the business may dis
affirm the executory contracts they made with Arthur.
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14. Such an arrangement between Arthur and Baxter is against public policy
and therefore illegal.
15. Upon Arthur’s default after Baxter’s identity is revealed, a third party
who dealt with Arthur and elects to sue Arthur would be precluded from
suing Baxter for breach of contract.
D. Vaughn appointed Hawks, his real estate agent, to sell all of his extensive
holdings in the state except Blackacre which Hawks expressly promised
Vaughn he would not sell. At a press conference to announce Hawks’ ap
pointment Vaughn stated that he was selling out his real estate holdings in the
state and anyone interested in purchasing any of his land should contact
Hawks who had “complete authority.” Nothing was indicated regarding the
agreed limitation on the sale of Blackacre. Hawks mistakenly sold Blackacre
to Williams who was unaware of the limitation.
16. The relationship between Hawks and Vaughn was an agency coupled
with an interest.
17. Hawks had implied authority to sell Blackacre.
18. Williams can enforce the contract of sale of Blackacre made by Hawks
on Vaughn’s behalf.
19. The mistake in question was a mutual mistake in fact thereby allowing
rescission.
20. Specific performance is the only remedy that would be available to
Williams if he were to win his case against Vaughn.

E. Dawson hired Fee as his sales manager at $2,000 per month. A written con
tract signed on December 15, 1968 specified that the contract was “absolute
and irrevocable” for one calendar year beginning on January 1, 1969. Prior
to commencement of the employment Dawson notified Fee that he no longer
wished to perform and that he was cancelling the contract.
21. The Statute of Frauds requires the above described contract to be in a
signed writing.
22. Fee may seek and obtain specific performance of the contract.
23. The contract created an agency coupled with an interest.
24. At the time Dawson cancelled the contract Fee was released from any
further obligation to perform.
25. Fee may immediately sue Dawson for damages for breach of contract
based upon anticipatory repudiation.

F. Filmore, a manufacturer, hired Gladstone as a traveling salesman to sell goods
manufactured by Filmore. Gladstone also sold a line of products manufactured
by his uncle. He did not disclose this to Filmore. The relationship was un
satisfactory and Filmore finally fired Gladstone after learning of Gladstone’s
sales of his uncle’s goods. Gladstone, enraged at Filmore for firing him, con
tinued to make contracts on Filmore’s behalf with both new and old custom
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ers which were almost uniformly disadvantageous to Filmore. Filmore upon
learning this gave written notice of Gladstone’s discharge to all parties with
whom Gladstone had dealt.
26. Gladstone breached his fiduciary duty to Filmore and was rightfully fired.
27. Filmore can bring an action against Gladstone to have him account for
the secret profits he made selling his uncle’s goods.
28. Prior to notification Gladstone retained some continued authority to bind
Filmore despite termination of the agency relationship.
29. The new customers who contracted with Gladstone for the first time
cannot enforce the contracts against Filmore even though they were un
aware that Filmore had terminated the agency.
30. If Filmore had promptly published a notification of termination of Glad
stone’s employment in the local newspapers and in the trade publications
he would not be liable for Gladstone’s wrongdoing.

N um ber 2 (E stim ated tim e— 20 to 25 m inutes)
Instructions
Each of the following numbered statements states a legal conclusion. You are
to determine whether each legal conclusion is true or false according to general
principles of bankruptcy law. Write on a separate answer sheet whether each
conclusion is true or false. Your grade will be determined by deducting your
total of incorrect answers from your total of correct answers; an omitted answer
will not be considered an incorrect answer.

Questions to be Answered
A. Richardson owns all of the stock of Richardson Corporation. Recently the
firm has been unprofitable. A supplier who in the past sold to the Corpora
tion on credit now demands cash on delivery because he believes the Corpora
tion is becoming insolvent.
31. The Corporation is insolvent in the equity sense if it is unable to meet
its debts as they mature.
32. The Corporation is insolvent in the bankruptcy sense if its assets valued
on the basis of a voluntary sale are less than its liabilities.
33. The Corporation cannot be considered insolvent so long as Richardson
has adequate funds which he can donate to the Corporation.
34. Proof of insolvency is itself an act of bankruptcy.
35. If an involuntary petition in bankruptcy should be filed against Richard
son charging him with concealing his assets with intent to defraud his
creditors, proof by Richardson that he was solvent at the time the pe
tition was filed would be a complete defense to the action.
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B. Harris, while he was insolvent and within four months of filing a petition in
bankruptcy, transferred property to Michael, a creditor of his for an ante
cedent debt. The effect of the transfer was to enable Michael to obtain a
greater percentage of his debt than Harris’s other creditors of the same class.
36. Harris’s action will not bar him from obtaining a discharge in bank
ruptcy.
37. Michael need not return the payment he received if he did not know
that Harris was insolvent when the transfer was made.
38. The transfer of property from Harris to Michael constitutes a preference.
39. Harris’s action will bar him from filing a voluntary petition in bankruptcy.
40. Harris’s action constitutes an act of bankruptcy.

C. Anderson conveyed all of his property to Barker to escape the unfair de
mands of Collins. Anderson instructed Barker to sell the property and pay
the proceeds to all of Anderson’s creditors except Collins.
41. Anderson committed an act of bankruptcy.
42. Solvency would not be a valid defense to an involuntary petition filed in
bankruptcy by Collins.
43. The conveyance of the assets to Barker was a preferential transfer.
44. A trustee in bankruptcy would seek to set aside such a conveyance.
45. If Anderson had not excluded Collins from participation in the distri
bution of the proceeds from the sale of the property by Barker, Collins
would be barred from filing an involuntary petition in bankruptcy.

D. John Mitchell, an employee of the Sampson Aircraft Company, earns $120
per week. He has amassed $5,000 of unpaid bills which are payable to nine
creditors who wish to have him declared a bankrupt.
46. To place Mitchell into involuntary bankruptcy at least three of his
creditors with claims aggregating at least $500 over the value of any
security they hold must file a petition for involuntary bankruptcy against
him.
47. To place Mitchell into involuntary bankruptcy he must have committed
an act of bankruptcy within four months of the filing of a petition
against him.
48. If Mitchell is adjudged a bankrupt he will be assured of obtaining a
discharge.
49. If Mitchell obtains a discharge in bankruptcy he will be automatically
and unqualifiedly relieved of all his debts.
50. If Mitchell is declared a bankrupt and obtains a discharge he may not
incur any credit obligations for six months after his discharge unless he
informs his potential creditor that he was recently a bankrupt.
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E. Thomas Serota owns a shop in which he repairs electrical appliances. Jones
Company left a machine with Serota for repair. Electrical Supply Company
sold Serota a machine on credit three months ago for testing electrical ap
pliances and has a perfected security interest as security for payment of the
unpaid balance due. Serota’s creditors have now filed an involuntary petition
in bankruptcy against him.
51. Jones Company should file a creditor’s claim with the trustee in bank
ruptcy to obtain the return of their machine.
52. Jones Company will be entitled to share in any pro rata distribution of
assets made to the creditors of Thomas Serota.
53. Electrical Supply Company must turn its perfected security interest over
to the trustee in bankruptcy and share as a general creditor of the bank
rupt’s estate.
54. If the trustee desires to do so he may successfully claim that Electrical
Supply Company’s perfected security interest constitutes a preference
which is voidable.
55. Electrical Supply Company is a secured creditor which is free to re
possess the electrical testing machine sold to Serota and satisfy the ob
ligation by properly disposing of the collateral.
F. Wood and Small are partners who wish to file for voluntary bankruptcy.
56. Wood and Small may be adjudged bankrupt as individuals separately
from the partnership.
57. The partnership cannot be adjudged a bankrupt.
58. A voluntary bankrupt may not be adjudicated a bankrupt until a trustee
in bankruptcy is appointed.
59. A creditor who wishes to file a claim against the bankrupts must be
present or represented at the first creditors’ meeting.
60. The marshalling of assets doctrine will apply if the partnership and both
partners are insolvent.

Number 3 (Estimated time— 20 to 25 m inutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as
it completes the related lettered material. You are to determine whether each
of the legal conclusions is true or false according to the provisions of Article 3
(Commercial Paper) and Article 4 (Bank Deposits and Collections) of the Uni
form Commercial Code. Write on a separate answer sheet whether each conclu
sion is true or false. Your grade will be determined from your total net score
obtained by deducting your total of incorrect answers from your total of correct
answers; an omitted answer will not be considered an incorrect answer.
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Questions to be Answered
A. James Clemens purchased an automobile from Charles Dunlop. As considera
tion Clemens executed and delivered the following instrument to Dunlop:
New York, N.Y., May 2, 1969
For value received, I promise to pay to the order of Charles Dunlop,
ONE THOUSAND DOLLARS ($1,000) payable at my principal place
of business on May 1, 1970. If at any time the holder of this instrument
shall deem himself insecure, he may declare the instrument due and pay
able immediately.
James Clemens
61. The instrument is a trade draft.
62. The instrument is a bearer instrument.
63. The language “For value received” is unnecessary to satisfy the require
ments of negotiability.
64. The acceleration clause destroys negotiability.
65. Clemens has negotiated the instrument to Dunlop.
B. Henry Fenimore had a negotiable draft in his possession. The draft was
originally payable to the order of Walter Barnes. The back of the instrument
contained the following indorsements:
(1) Arthur Thomas
(2) Walter Barnes
(3) Pay to the order of Frank Small,
Donald Keith
(4) Pay to Henry Fenimore, without recourse,
Frank Small
(5) For deposit,
Henry Fenimore
66. If Thomas signed as an accommodation indorser, he did not make any
warranties to Fenimore.
67. The instrument was bearer paper when it contained only the signature of
Thomas and Barnes.
68. Small has no warranty liability on the instrument since he signed “with
out recourse.”
69. The last indorsement is a restrictive indorsement.
70. The last indorsement prohibits any further negotiation.
C. Harper fraudulently misrepresented the value of oil stock he knew to be worth
less and received a negotiable check for $9,000 from Goodwin in exchange
for the worthless stock. Harper promptly cashed the check at the Acme Fi
nance Company, paying off a loan of $1,000 and receiving the balance in
cash. Harper’s indorsement was “without recourse.”
71. The fraudulent misrepresentation constitutes a real defense.
72. Acme Finance only gave value to the extent that it paid Harper cash.
73. Acme Finance cannot qualify as a holder in due course because of Har
per’s indorsement “without recourse.”
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74. Even if Acme Finance is a holder in due course a timely stop order will
eliminate Goodwin’s liability on the check.
75. If the drawee bank arbitrarily refused to cash the check Acme Finance
could sue the bank and recover any loss resulting from the bank’s
arbitrary action.

D. The following handwritten instrument was negotiated by Elmer Dodd for value
to Jane Maples:
Toronto, Canada, May 5, 1969
Sixty days after date pay to the order of Elmer Dodd, one hundred and
fifty dollars ($150), payable at New National Bank, U.N. Plaza, New York,
N .Y . Value received and charge the trade account of Olympia Sales Cor
poration, New York, New York.
W. Stark
76. The instrument is a negotiable foreign time draft.
77. In the event of dishonor a formal protest is required to hold secondarily
liable parties.
78. A timely presentment for payment can be made at any time within a
week following the expiration of 60 days from the date of issue (May
5, 1969).
79. Olympia Sales has primary liability on the instrument.
80. In the event Olympia Sales is insolvent and cannot pay, W. Stark will be
liable to Jane Maples if she has complied with the proper procedural steps
and sues him.
E. Hills issued a check to the order of Lewis on April 3, 1969. It was postdated
May 6, 1969. Lewis negotiated the check to Gordon. On May 6 Gordon had
the check certified by the drawee, Wilson National Bank.
81. At the time of issue the instrument was not negotiable because it was
postdated.
82. At the time of issue Hills was primarily liable on the instrument.
83. A refusal to certify the check at Gordon’s request would have constituted
a dishonor by the bank.
84. Upon certification the bank became primarily liable on the instrument.
85. Upon certification Hills and all indorsers were discharged from liability.
F. Barnaby’s Department Store drew a refund check to the order of Flynn for
$100 on Merchant Bank. The check was stolen from Flynn’s mail box. The
thief forged Flynn’s signature and raised the amount to $400. James, a sub
sequent holder in due course, presented the check for payment and the bank
paid him $400, charging Barnaby’s account. Barnaby’s promptly discovered
the alteration and forgery and immediately notified the bank.
86. Barnaby’s has a right to have Merchant Bank credit its account for $400.
87. Flynn will not be able to collect the $100 from anyone except the thief.
88. James is entitled to keep the $400 if the bank seeks to collect it from him.
89. If the bank had dishonored the check James could recover from any
prior endorser.
90. The forged indorsement and the raised amount constitute real defenses.
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Number 4 (Estimated time— 20 to 25 m inutes)
You were engaged by Bridge Builders, Inc. to conduct a special study to project
the net income or loss which the Corporation should expect from a contract to
build a bridge and were shown the following documents:
1. A letter dated September 1, 1968 from Robert Jones, president of Bridge
Builders, Inc., to Henry Adams, president of Allied Steel Company. The text of
the letter read as follows:
“We can use 10,000 #4 grade C ‘Allied Brand’ steel pipes for which we
will pay the present market price.
As in the past, unless we hear from you to the contrary by return mail,
we will assume you have agreed to promise to deliver. The pipe must arrive
before the end of September or we will lose a $100,000 bonus payment for
early completion of work.”
2. A letter dated September 25, 1968 from Henry Adams to Robert Jones.
The text of the letter read as follows:
“We were pleased to receive your order of September 1, for 10,000 #4
grade C ‘Allied Brand’ steel pipes. We have not contacted you before be
cause until today we were sure we could deliver and intended to do so.
Unfortunately, our last supply of pipe, which had been set aside for you,
was shipped to another customer by mistake. Unless we go to great expense
it will be impossible for us to produce new pipe for two months. But Master
Steel Company, our competitor, has an equivalent pipe which meets all of
your specifications except that it does not bear our brand name. Their price
will be the same as ours and we have arranged to have them ship their pipe
to you to meet our obligation.”
3. A telegram dated October 5, 1968 from Robert Jones to Henry Adams.
The text of the telegram read as follows:
“Master never delivered. We lost our bonus. We intend to hold you re
sponsible.”

Required:
a. Did Bridge Builders intend to create a bilateral or a unilateral contract?
Explain.
b. List the requirements for a valid contract and explain how each of these
requirements was or was not met in the above.
c. Assume a valid contract existed. Could Allied Steel Company successfully
assert that (1) its mistake or (2) the doctrine of impossibility of performance
excused its failure to perform?
d. Assume a valid contract existed and that Master Steel made a timely de
livery to Bridge Builders. Can Bridge Builders collect damages from Allied Steel
Company for its failure to deliver “Allied Brand” steel pipe? Discuss the legal
theory or theories which apply to your answer.
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Number 5 (Estimated time— 25 to 30 m inutes)
Part a. One year ago Orand and Scanon formed a partnership to sell insurance.
Their agreement stated that the partnership would remain in existence for five
years unless it was mutually agreed that the partnership should be dissolved.
Under the terms of the agreement (1) the partners were specifically denied the
right to unilaterally dissolve the partnership and (2) a partner who should uni
laterally attempt to dissolve the partnership would be prohibited from ever again
selling insurance in the United States.
Last month Scanon accepted the appointment as head of the local Redevelop
ment Commission for one year. This is a full-time paid position and Scanon no
longer sells insurance. Nonetheless, he told Orand they were still partners and
that he intends to return to the partnership full time when his term of office
expires.
Orand now wishes to dissolve the partnership. Scanon maintains that the
terms of the partnership agreement specifically prohibit Orand from unilaterally
ending the partnership and that if Orand attempts to dissolve the partnership he
will invoke the provisions of the agreement to prohibit Orand from selling
insurance.
Required:
1. Does the agreement not to dissolve the partnership prevent Orand from
unilaterally dissolving the partnership? Discuss.
2. What procedures, if any, are available to ensure a fair dissolution and
winding up of the partnership? Discuss.
3. Discuss the effectiveness of the contract clause barring a partner who dis
solves the partnership from ever again selling insurance in the United States.
Part b. Marshall, Watson and Gilbert are equal partners in a partnership. Wat
son suffered a severe stroke and decided to retire from the partnership. He of
fered to sell his interest in the partnership to Malloy who would become a mem
ber of the firm in Watson’s stead. Marshall and Gilbert were both willing to
accept Malloy as an equal partner. It was further agreed by the parties that the
firm would continue to carry on its business in the usual manner without a
winding up of its affairs. Watson’s name was deleted from the firm name and
Malloy’s name was substituted in its place.
Malloy paid Watson $20,000 for his partnership interest, contributed $5,000
in capital and expressly assumed Watson’s one-third share ($10,000) of exist
ing partnership liabilities. The creditors of the partnership were duly given notice
of the change in the composition of the partnership and of Malloy’s assuming
Watson’s share of partnership liabilities.
Required:
1. Did Watson effectively eliminate his liability to partnership creditors exist
ing at the time he sold his interest if the partnership should become bankrupt?
Explain.
2. Is Malloy liable for more than his capital in the partnership to the firm
creditors who were in existence prior to his becoming a partner? Explain.
3. Has a dissolution of the firm occurred? Explain.
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Number 6 (Estimated time— 20 to 25 m inutes)
In your audit of the financial statements of Kirby Real Estate Company you
must evaluate an account receivable for rent due on a three-year lease for
office space executed one year before by John Lane. The lease provides for a
rental of $200 per month and Mr. Lane posted three months’ rent as security
pursuant to the terms of the lease. Three months ago Mr. Lane died.
Your examination of the lease reveals that it gives the tenant the right to
sublet the space but makes no provision for what is to happen if the tenant
should die. Since Mr. Lane’s death the Company has attempted to relet the
premises and placed a “for rent” sign on the door in an attempt to lessen the
damages. Mr. Lane’s executor contacted the Company and indicated that he
does not believe the estate is liable on the lease and stated that he intends to
remove all the decedent’s furniture from the office. The executor contends:
1. In absence of a contrary provision in the lease, leases automatically termi
nate on the death of the tenant.
2. Kirby Real Estate Company’s action in attempting to relet the premises
and placing a “for rent” sign on the office door constituted an acceptance of a
surrender of the lease by operation of law.
3. The most to which Kirby Real Estate Company is entitled is the amount
of the security posted when the lease was signed.
Required:
a. Discuss and evaluate each of the executor’s arguments that the estate
should not be responsible on the lease.
b. Under what common law remedy would a landlord be able to assert a
right to retain control over the decedent’s furniture until his claim for rent is
satisfied.
c. Assume the executor is able to sublet the office to a desirable tenant who
is willing to pay $250 per month rent for the remainder of the lease and in
forms the landlord that he intends to be bound by the lease and to sublet. Sum
marize the rights and duties of the executor and the subleting tenant. As a part
of your answer distinguish between a sublease and an assignment of a lease.

Number 7 (Estimated time— 25 to 30 minutes)
Bullock Corporation notified its bondholders that it is unable to pay interest
due on its 6 per cent bonds because the Corporation is insolvent after only two
years of existence. The bondholders engaged Augustus, a CPA, to audit the
Corporation’s financial statements. During his examination Augustus learned the
following:
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1. Several substantial subscriptions for stock of the Corporation were with
drawn by the subscribers prior to the Corporation’s coming into existence.
2. Two large shareholders paid less than par value for the shares they re
ceived at the time the stock was originally issued to them by the Corporation.
The bondholders did not know of this when they purchased the bonds from
the Corporation.
3. A dividend was paid to common shareholders partially out of the legal
capital of the Corporation in the first year of operation.
4. One of the directors purchased a profitable patent right from an inventor
who contacted the director to offer the patent right to the Corporation. The
director told him “to forget about it, that the Corporation would not be interested,
but that he would take it himself.”
5. A certified copy of the corporate charter was not filed in the county in
which the Corporation’s principal place of business was located as required by
state law and one of the three incorporators was a nonresident alien at the time
of incorporation which was prohibited by state law.
Required:
Discuss the legal implications, if any, of each of the above facts to the bond
holders.

Number 8 (Estimated time— 20 to 25 m inutes)
Part a. Williams, a CPA, was engaged by Jackson Financial Development Com
pany to audit the financial statements of Apex Construction Company, a small
closely held corporation. Williams was told when he was engaged that Jackson Fi
nancial needed reliable financial statements which would be used to determine
whether or not to purchase a substantial amount of Apex Construction’s convertible
debentures at the price asked by the estate of one of Apex’s former directors.
Williams performed his examination in a negligent manner. As a result of his
negligence he failed to discover substantial defalcations by Brown, the Apex
controller. Jackson Financial purchased the debentures but would not have if
the defalcations had been discovered. After discovery of the fraud Jackson Fi
nancial promptly sold them for the highest price offered in the market at a
$70,000 loss.
Required:
1. What liability does Williams have to Jackson Financial? Explain.
2. If Apex Construction also sues Williams for negligence, what are the
probable legal defenses which Williams’ attorney would raise? Explain.
3. Will the negligence of a CPA as described above prevent him from re
covering on a liability insurance policy covering the practice of his profession?
Explain.
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Part b. For several years Martin engaged Watson, a CPA, to prepare the finan
cial statements for the construction business which Martin owned and operated
in his own name. Franklin is the owner of a building which Martin built on
a cost-plus-fixed-fee basis. Franklin sued Martin alleging that Martin over
charged him by inflating the cost to construct his building. In preparing for
trial, Franklin obtained a court order requiring Watson to turn over to Franklin
all his (Watson’s) working papers and correspondence relating to Martin’s
construction business.
At the subsequent trial, Franklin’s attorney sought to introduce in evidence
the working papers and correspondence subpoenaed pursuant to the court order.
Martin’s attorney objected claiming that the papers were inadmissible in evidence.
Required:
1. What is the legal basis for Martin’s attorney’s objection to the admission
of the papers in evidence? Explain.
2. Will the evidence be admitted? Explain.
3. Who owns the working papers prepared by Watson? Explain.

EXAMINATION IN THEORY OF ACCOUNTS
May 9, 1969; 1:30 p.m. to 5:00 p.m.
All questions are required.
Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items. Write your answer
choice on a separate answer sheet, marking only one answer for each item.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Question
XX. Opinions of the Accounting Principles Board apply only to items that are
a. Immaterial.
b. Material and significant.
c. In excess of 10 per cent of net income.
d. In excess of 20 per cent of net income.
Answer Sheet
X X . b.
Questions to be Answered
1. The tax effect of an income tax loss carryforward should
a. Be recognized in the loss period.
b. Be recognized in the loss period unless it may not be realized in the
future.
c. Be recognized in the periods of realization unless unusual circum
stances exist in the loss period assuring realization beyond any rea
sonable doubt.
d. Not be recognized.
2. The installment method of accounting for retail sales may be used when
the
a.
b.
c.
d.

Collection of the sale price is not reasonably assured.
Collection expenses can be estimated with reasonable accuracy.
Collection of the sale price extends beyond 12 months.
Right to repossess the merchandise is retained by the seller.
46

T heory

of

A ccounts

47

3. In a partnership liquidation the final cash distribution to the partners
should be made in accordance with the
a. Partners’ profit and loss sharing ratio.
b. Balances of the partners’ capital accounts.
c. Ratio of the capital contributions by the partners.
d. Ratio of capital contributions less withdrawals by the partners.
4. Assuming stable business conditions, a decline in the number of days’
sales outstanding in a company’s accounts receivable at year-end from one year
to the next might indicate
a. A stiffening of the company’s credit policies.
b. That the second year’s sales were made at lower prices than the first
year’s sales.
c. A longer discount period and a more distant due date were ex
tended to customers in the second year.
d. A significant decrease in the volume of sales of the second year.
5. Eden Company has outstanding both common stock and non-participat
ing, non-cumulative preferred stock. The liquidation value of the preferred stock
is equal to its par value. The book value per share of the common stock is
unaffected by
a. The declaration of a stock dividend on preferred payable in preferred
stock when the market price of the: preferred is equal to its par value.
b. The declaration of a stock dividend on common payable in common
stock when the market price of the common stock is equal to its
par value.
c. The payment of a previously declared cash dividend on the common
stock.
d. A 2-for-1 split of the common stock.
6. Partners Hatton and Eisner share profits in a 2-to-l ratio respectively.
Each partner receives an annual salary allowance of $6,000. If the salaries are
recorded in the accounts of the partnership as an expense rather than treated as
a division of net income, the total amount allocated to each partner for salaries
and net income would be
a. Less for both Hatton and Eisner.
b. Unchanged for both Hatton and Eisner.
c. More for Hatton and less for Elsner.
d. More for Eisner and less for Hatton.
7. Costs should be charged against revenue in the period in which costs are
incurred except
a. For manufacturing overhead costs for a product manufactured and
sold in the same accounting period.
b. When the costs will not benefit any future period.
c. For costs from idle manufacturing capacity resulting from an unex
pected plant shutdown.
d. For costs of normal shrinkage and scrap incurred for the manufacture
of a product in inventory.
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8. The most desirable measure of departmental performance for ev alu ate
the performance of the department manager is departmental
a. Net income.
b. Contribution to indirect expenses.
c. Revenue less departmental variable expenses.
d. Revenue less controllable departmental expenses.
9. Balinger Company temporarily has excess production capacity. The
idle plant facilities can be used to manufacture a low-margin item. The lowmargin item should be produced if it can be sold for more than its
a. Fixed costs.
b. Variable costs.
c. Variable costs plus any opportunity cost of the idle facilities.
d. Indirect costs.
10. In 1968 the marginal contribution rate of Lamesa Company was 30 per
cent. In 1969 fixed costs are expected to be $120,000, the same as in 1968,
and sales are forecasted at $550,000 which is a ten per cent increase over
1968. For the Company to increase income by $15,000 in 1969 the marginal
contribution rate must be
a. 20 per cent.
b. 30 per cent.
c. 40 per cent.
d. 70 per cent.
11. An improvement made to a machine increased its fair market value and
its production capacity by 25 per cent without extending the machine’s useful
life. The cost of the improvement should be
a. Expensed.
b. Debited to accumulated depreciation.
c. Capitalized in the machine account.
d. Allocated between accumulated depreciation and the machine account.

12. Protective Corporation was granted a patent on a product on January 15,
1960. To protect its patent the Corporation purchased on January 2, 1969 a patent
on a competing product which was originally issued on January 10, 1965. Be
cause of its unique plant Protective Corporation does not feel the competing
patent can be used in producing a product. The cost of the competing patent
should be
a. Amortized over a maximum period of 17 years.
b. Amortized over a maximum period of 13 years.
c. Amortized over a maximum period of 8 years.
d. Expensed in 1969.
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13. In 1960 Anton Company purchased a tract of land as a possible future
plant site. In January 1968 valuable sulphur deposits were discovered on adjoin
ing property and Anton Company immediately began explorations on its prop
erty. In December 1968, after incurring $100,000 exploration costs, which were
accumulated in a suspense account, the Company discovered sulphur deposits
appraised at $1,000,000 more than the value of the land. To record the dis
covery value the Company should debit
a. $100,000 to an expense account.
b. $100,000 to an asset account.
c. $1,000,000 to an asset account and $100,000 to an expense account.
d. $1,000,000 to an asset account.
14. Arid Lands, Inc. is engaged in extensive exploration for water in the
Caprock Desert. If upon discovery of water the Corporation does not recognize
any revenue from water sales until the sales exceed the costs of exploration, the
basis of revenue recognition being employed is the
a. Production basis.
b. Cash (or collection) basis.
c. Sales (or accrual) basis.
d. Sunk cost (or cost recovery) basis.
15. Use of the annuity method of calculating depreciation over an asset’s life
results in
a. Constant charges to depreciation expense.
b. Decreasing charges to depreciation expense.
c. Increasing credits to interest income.
d. Constant credits to interest income.
16. Chain Hotel Corporation recently purchased Elgin Hotel and the land
on which it is located with the plan to tear down the Elgin Hotel and build a
new luxury hotel on the site. The cost of the Elgin Hotel should be
a. Depreciated over the period from acquisition to the date the Hotel is
scheduled to be tom down.
b. Written off as an extraordinary loss in the year the Hotel is tom down.
c. Capitalized as part of the cost of the land.
d. Capitalized as part of the cost of the new Hotel.
17. Warren Corporation purchased its own par value stock on January 2,
1968 for $20,000 and debited the treasury stock account for the purchase price.
The stock was subsequently sold for $16,000. The $4,000 difference between
the cost and sales price should be recorded to a deduction from
a. Paid-in capital in excess of par value to the extent that previous net
“gains” from sales or retirements of the same class of stock are in
cluded therein and otherwise from retained earnings.
b. Paid-in capital in excess of par value without regard as to whether
or not there have been previous net “gains” from sales or retirements
of the same class of stock included therein.
c. Retained earnings.
d. Net income.
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18. Which of the following methods of determining bad debts expense does
not match expense and revenue?
a. Charging bad debts with a percentage of sales under the allowance
method.
b. Charging bad debts with a percentage of accounts receivable under
the allowance method.
c. Charging bad debts with an amount derived from aging the accounts
receivable under the allowance method.
d. Charging bad debts as accounts are written off as uncollectible.
19. The use of a Discounts Lost account implies that cost of a purchased in
ventory item is the
a. Invoice price of the item.
b. List price of the item.
c. Invoice price less the purchase discount taken on the item.
d. Invoice price less the purchase discount allowable whether or not
taken on the item.
20. A difference between net income and an increase in working capital
would not be caused by the
a. Amortization of unexpired insurance premiums.
b. Depreciation of fixed assets.
c. Amortization of discounts on bonds payable.
d. Declaration of cash dividends.

Number 2 (Estimated time— 25 to 30 m inutes)
Progresso Corporation, a new audit client of yours, has not reported earnings
per share data in its annual reports to stockholders in the past. The president
requested that you furnish information about the reporting of earnings per
share data in the current year’s annual report in accordance with generally
accepted accounting principles.
Required:
a. Define the term “earnings per share” as it applies to a corporation with a
capitalization structure composed of only one class of common stock and ex
plain how earnings per share should be computed and how the information
should be disclosed in the corporation’s financial statements.
b. Explain the meanings of the terms (1) senior securities and (2) residual
securities, which are often used in discussing earnings per share, and give exam
ples of the types of items which each term includes.
c. Discuss the treatment, if any, which should be given to each of the follow
ing items in computing earnings per share of common stock for financial state
ment reporting:
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1. The declaration of current dividends on cumulative preferred stock.
2. The acquisition of some of the Corporation’s outstanding common
stock during the current fiscal year. The stock was classified as treasury
stock.
3. A two-for-one stock split of common stock during the current fiscal
year.
4. A provision created out of retained earnings for a contingent liability
from a possible law suit.
5. Outstanding preferred stock issued at a premium with a par value
liquidation right.
6. The exercise at a price below market value but above book value of
a common stock option issued during the current fiscal year to officers
of the Corporation.
7. The replacement of a machine immediately prior to the close of the
current fiscal year at a cost 20 per cent above the original cost of the
replaced machine. The new machine will perform the same function as
the old machine which was sold for its book value.
Number 3 (Estimated time— 25 to 30 minutes)
Part a. Section 446 of the 1954 Internal Revenue Code states: “Taxable income
shall be computed under the method of accounting on . . . which the taxpayer
regularly computes his income in keeping his books” ; the method employed shall
“clearly reflect income.” Among the permissible methods are: “ (1) the cash
receipts and disbursements method” and “ (2) an accrual method.”
Required:
Generally accepted accounting principles normally require the use of ac
crual accounting to “fairly present” income. If the cash receipts and disburse
ments method of accounting will “clearly reflect” taxable income, why does
this method not usually also “fairly present” income?
Part b. Section 451 states: “The amount of any item of gross income shall be
included in the gross income for the taxable year in which received by the tax
payer, unless, under the method of accounting used in computing taxable in
come, such amount is to be properly accounted for as of a different period.”
Regulation 1-446-1 (a) (2) states: “A method of accounting which reflects the
consistent application of generally accepted accounting principles . . . will or
dinarily be regarded as clearly reflecting income. . . .” Notwithstanding the
above provisions, the Commissioner of Internal Revenue has long applied the
“claim of right” doctrine and has often been upheld in the courts.
Required:
Explain the income tax concept known as the “claim of right” doctrine. (Do
not consider tax provisions for the treatment of the repayment of amounts pre
viously received under a claim of right.)
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Part c. Regulation 1.61-8(b) provides that “Gross income includes gross rent
als, which must be included in income for the year of receipt regardless of the
period covered or the method of accounting employed by the taxpayer.” Regu
lation 1.461-1 (a) (1) provides, for a cash basis taxpayer, that an expenditure
which “results in the creation of an asset having a useful life which extends sub
stantially beyond the close of the taxable year . . . may not be deductible, or may
be deductible only in part, for the taxable year in which made.”
Required:
Discuss and compare the treatment by both parties to the transaction of a
$3,600 advance rental of $100 per month for the use of a building for 36
months which is paid by a cash basis taxpayer and received by an accrual basis
taxpayer in terms of:
1. Financial accounting treatment.
2. Federal income tax reporting treatment.

Number 4 (Estimated time—25 to 30 m inutes)
The following statement of Source and Application of Funds was prepared by
the controller of the Clovis Company. The controller indicated that this statement
was prepared under the “all financial resources” concept of funds, which is the
broadest concept of funds and includes all transactions providing or requiring funds.

Clovis Company
STATEMENT OF SOURCE AND APPLICATION OF FUNDS
December 31, 1968
Funds were provided by:
Contribution of plant site by the City of Camden (Note 1 ) .......................
Net income after extraordinary items per income statement (Note 2) . . . .
Issuance of note payable— due 1972 ...........................................................
Depreciation and am ortization.......................................................................
Deferred income taxes relating to accelerated depreciation.........................
Sale of equipment—book value (Note 3) ....................................................
Total funds p ro vided....................................................................................
Funds were applied to:
Acquisition of future plant site (Note 1) .....................................................
Increase in working capital ...........................................................................
Cash dividends declared but not p a i d ............................................................
Acquisition of equipm ent................................................................................
Total funds ap p lied ......................................................................................

$115,000
75,000
60,000
50,000
10,000
5,000
$315,000
$250,000
30,000
20,000
15,000
$315,000
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Notes to Statement of Source and Application of Funds:
1. The City of Camden donated a plant site to Clovis Company valued by the
board of directors at $115,000. The Company purchased adjoining property
for $135,000.
2. Research and development expenditures of $25,000 incurred in 1968 were
expensed. These expenses were considered abnormal.
3. Equipment with a book value of $5,000 was sold for $8,000. The gain was
included as an extraordinary item on the income statement.
Required:
a. Why is it considered desirable to present a statement of source and applica
tion of funds in financial reports?
b. Define and discuss the relative merits of the following three concepts used
in funds flow analysis in terms of their measurement accuracy and freedom from
manipulation (window dressing) in one accounting period:
1. Cash concept of funds.
2. Net monetary assets (quick assets) concept of funds.
3. Working capital concept of funds.
c. Identify and discuss the weaknesses in presentation and disclosure in the
Statement of Source and Application of Funds for Clovis Company. Your discus
sion should explain why you consider them to be weaknesses and what you con
sider the proper treatment of the items to be. Do not prepare a revised statement.
Number 5 (Estimated time— 25 to 30 minutes )
You were requested to personally deliver your auditor’s report to the board
of directors of Sebal Manufacturing Corporation and answer questions posed about
the financial statements. While reading the statements one director asked, “What are
the precise meanings of the terms cost, expense and loss? These terms sometimes
seem to identify similar items and other times seem to identify dissimilar items.”
Required:
a. Explain the meanings of the terms (1) cost, (2) expense, and (3) loss as
used for financial reporting in conformity with generally accepted accounting prin
ciples. In your explanation discuss the distinguishing characteristics of the terms
and their similarities and interrelationships.
b. Classify each of the following items as a cost, expense, loss or other cate
gory and explain how the classification of each item may change:
1. Cost of goods sold.
2. Bad debts expense.
3. Depreciation expense for plant machinery.
4. Organization costs.
5. Spoiled goods.
c. The terms “period cost” and “product cost” are sometimes used to describe
certain items in financial statements. Define these terms and distinguish between
them. To what types of items do each apply?
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Number 6 (Estimated time— 25 to 30 m inutes)
In examining the costs of pension plans certain terms are encountered by a
CPA. The elements of pension costs which the terms represent must be dealt with
appropriately if generally accepted accounting principles are to be reflected in the
financial statements of entities with pension plans.
Required:
a. 1. Discuss the theoretical justification for accrual recognition of pension
costs.
2. Discuss the relative objectivity of the measurement process of accrual
versus cash (pay-as-you-go) accounting for annual pension costs.
b. Explain the following terms as they apply to accounting for pension plans:
1. Actuarial valuations.
2. Actuarial cost methods.
3. Vested benefits.
c. What information should be disclosed about a company’s pension plans in
its financial statements and their notes?
Number 7 (Estimated time — 25 to 30 m inutes)
The cost accountant of the Stangren Corporation, your client, wants your opin
ion of a technique suggested to him by a young accounting graduate he employed
as a cost analyst. The following information was furnished you for the Corpora
tion’s two products, trinkets and gadgets:
1.

Trinkets

Exhibit A
Daily Capacities in Units
Finishing
Cutting
Department
Department
240
400

Sales Price
Per Unit
$50

Variable Cost
Per Unit
$30

$70

$40

or
Gadgets .............................

200

320

2. The daily capacities of each department represent the maximum produc
tion for either trinkets or gadgets. However, any combination of trinkets and gadg
ets can be produced as long as the maximum capacity of the department is not
exceeded. For example, two trinkets can be produced in the Cutting Department
for each gadget not produced and three trinkets can be produced in the Finishing
Department for every four gadgets not produced.
3. Material shortages prohibit the production of more than 180 gadgets per day.
4. Exhibit B is a graphic expression of simultaneous linear equations devel
oped from the production information above.
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GADGET PRODUCTION

Exhibit B
GRAPH OF PRODUCTION RELATIONSHIPS

TRINKET PRODUCTION

Required:
a. For what kinds of decisions are contribution margin data (revenue in ex
cess of variable cost) useful?

b. Comparing the information in Exhibit A with the graph in Exhibit B, iden
tify and list of the graphic location (coordinates) of the
1. Cutting Department’s capacity.
2. Production limitation for gadgets because of the materials shortage.
3. Area of feasible (possible) production combinations.
c.

1. Compute the contribution margin per unit for trinkets and gadgets.
2. Compute the total contribution margin of each of the points of inter
sections of lines bounding the feasible (possible) production area.
3. Identify the best production alternative.

E x a m in a tio n , N o v e m b e r 1 9 6 9

EXAMINATION IN ACCOUNTING PRACTICE— PART I
November 5, 1969; 1:30 to 6:00 p.m.
GROUP I
All problems are required.
Number 1 (Estimated time— 50 to 60 m inutes)
Instructions
Each of the numbered items listed below is accorded only one of the following
lettered treatments by an individual in determining his taxable income under the
provisions of the Internal Revenue Code and Income Tax Regulations as they
existed August 31, 1969 (assume the standard or minimum standard deductions
are not taken):
a.
b.
c.
d.
e.
f.
g.
h.
i.
j.

Fully excluded from gross income.
Fully included in gross income.
Partially included in gross income.
Fully deductible from gross income.
Partially deductible from gross income.
Fully deductible only from adjusted gross income.
Partially deductible only from adjusted gross income.
Not deductible at any time.
Must be capitalized and must not be amortized or depreciated.
Must be capitalized and subsequently amortized or depreciated.

Select the best answer choice from the above lettered treatments for each of
the following numbered items. Write on a separate answer sheet your answer choice.
Select only one answer for each item.
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An example of the manner in which the items should be answered is shown
in the following illustration:
Items
X. Salary received for personal services.
Y. Cost of telephone service for business use.
Z. Cost of commuting to and from work.
Answer Sheet
X. b.
Y. d.
Z. h.

Items to be Answered
1. Embezzlement proceeds.
2. A personal casualty loss of $300.
3. Loss on the sale of a personal residence.
4. Compensatory damages received in personal libel suit.
5. Rental paid for hotel sample room by outside salesman.
6. Gift purchased costing $125 by taxpayer for customer.
7. Interest at 7 per cent paid on personal automobile loan.
8. Delinquent property tax on land purchased.
9. Author’s cost to secure copyright for manuscript published.
10. Cost of race horse (not a hobby) to enter in races at county fairs.
11. Fair market value of painting (equal to 10 per cent of taxpayer’s adjusted
income) donated to Kings College, Cambridge, England.
12. Receipt of alimony by divorced husband from former wife.
13. Payment of alimony by former wife to divorced husband.
14. Payment by divorced husband of child support to former wife.
15. Allowances received by dependents of U. S. Army personnel.
16. Rental of an automobile used 75 per cent for business and 25 per cent
for personal use.
17. Death benefit of $12,000 received by daughter from deceased father’s
employer.
18. Commission paid to stock broker for securities purchased.
19. Unreimbursed cost of attending teachers’ convention by high school
teacher not required to attend.
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20. Cost of a one-year subscription to The Wall Street Journal by a security
investor for investment information.
21. Cost of three-year subscription to a tax service paid by a cash-basis CPA
proprietor.
22. Gift of $8,000 cash received by son from father.
23. Unreimbursed cost of taxi paid by employee to deliver employer’s product
to customer; the employer’s policy was not to reimburse for such expenditures.
24. Payment of $3,000 compensation by an individual proprietor-taxpayer to
a minor son whose services were worth $500.
25. The first $600 earned by a taxpayer during the year.
26. Cost of a personal automobile not subject to state sales tax.
27. Purchase of a personal automobile subject to state sales tax.
28. Taxability to employee-taxpayer of premiums paid by employer for
$100,000 group-term life insurance policy.
29. Rental allowance received by a minister of the gospel as part of his
compensation and used to pay mortgage payments on his residence.
30. Cost of improvements to personal residence.
31. Sick pay of $80 per week received for six weeks by an employee whose
regular salary is $100 per week.
32. Percentage depletion which exceeds both cost depletion and “net” income
from the property before the deduction for depletion.
33. A $50,000 charitable contribution to his private tax exempt foundation
by a taxpayer whose adjusted gross income is $100,000.
34. Short term capital gain realized from the sale of a municipal bond.
35. Fee paid to obtain new employment.
36. Travel expense incurred in searching for new employment.
37. Allowable depreciation on business property even though in excess of the
decline in fair market value of the property.
38. Attorney’s fees incurred in the purchase of a machine for business use.
39. Oil royalties received by a land owner.
40. Interest received on municipal bonds owned (not industrial development
bonds).

Number 2 (Estimated time— 40 to 50 m inutes)
In January 1969 you were examining the financial statements of Lang Manu
facturing Company for the year ended December 31, 1968. Lang filed the
necessary payroll tax returns for the first three quarters of 1968 and had prepared
drafts of the returns scheduled to be filed by January 31, 1969.
The following information was available from the general ledger, copies and
drafts of payroll tax returns and other sources:
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LANG MANUFACTURING COMPANY
General Ledger:
Account

Balance
December 3 1 , 1968

Wages (various
expense accounts)
Payroll Taxes Expense

12 monthly entries from payroll sum
maries.
F.I.C.A. (4.4% of $102,500) $4,510;
state unemployment tax (2.7% of
$59,000) $1,593; federal unem
ployment tax (.4% of $102,500)
$410; amounts withheld from em
ployees for F.I.C.A. tax in October
and November and paid to deposi
tary $450.
December income tax $1,530; October
thru December F.I.C.A. $615.
December F.I.C.A. $165; October thru
December state unemployment tax
$199; 1968 federal unemployment
tax $410.

$121,800

Employees’ Payroll
Taxes Withheld
Employer’s Payroll
Taxes Payable

Composition of Balance

6,963

2,145
774

Copies of 1968 Tax Returns:
Totals
for Year
Gross wages ............................
Wages taxable for F.I.C.A. . . .
F.I.C.A. tax ............................
Income tax w ithheld...............
Wages taxable for state
unemployment t a x .............
Total state unemployment
tax (employer o n l y ) ...........
Total federal unemployment
tax—employer only
(pencil draft of return
for full y e a r ) ....................

First Three Quarters
(Duplicate Copies Last Quarter
of Returns)
(Pencil Draft)

$121,800
102,500
9,020
15,740

$95,870
88,520
7,790
11,490

$25,930
13,980
1,230
4,250

59,000

51,640

7,360

1,593

1,394

199

410

Information from other sources:
1. In August 1968 six laborers were hired to tear down an old warehouse
building located on the site where a new warehouse would soon be constructed. The
laborers’ 1968 wages totaling $1,000 were charged to the Land and Buildings
account. Payroll taxes were not withheld.
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2. Included in a 1968 Wages Expense account is one month’s salary of
$1,400 paid to the president on December 30, 1968 for his 1967 vacation
allowance.
3. A gross factory payroll of $1,200 through December 31, 1968 and the
related F.I.C.A. taxes (employer and employee) were accrued on the general
ledger at the year end for a portion of the week ending January 4, 1969. Each of
the employees included in this payroll earned between $4,000 and $6,000 as a
Lang employee in 1968.
4. In December 1968 a contractor was paid $2,300 for making repairs to
machinery usually made by Company employees and the amount was charged to
Wages Expense. No payroll taxes were withheld.

Required:
a. Prepare a schedule presenting the computation of total taxable wages to
be reported on the 1968 payroll tax returns for F.I.C.A. and for state unemployment
taxes.
b. Prepare a schedule presenting the computation of the amounts (to the
nearest dollar) which should be paid with each of the year-end payroll tax returns
to be filed in January 1969 for (1) F.I.C.A. taxes and income tax withheld, (2)
state unemployment tax and (3) federal unemployment tax.
c. Prepare a schedule to reconcile the differences between the amounts which
should be paid with payroll tax returns to be filed in January 1969 (as computed for
“b” ) and the balances shown at December 31, 1968 in the related general ledger
liability accounts.

Number 3 (Estimated time— 40 to 50 m inutes)
Howard & Sanders Electrical Contracting Co., a partnership, and Grover
Wholesale Electricians’ Hardware Co., a proprietorship, have agreed to transfer the
assets and liabilities of their companies on November 1, 1969 to a newly chartered
corporation, Major Electrical, Inc., in exchange for Major’s stock. The agreement
provides:
(i)

Preferred stock shall be issued at par value of $100 per share to each
of the parties in exchange for his share of the net assets (assets minus
liabilities) transferred to Major Electrical, Inc. John Grover shall
receive at least 900 shares of preferred stock and Bill Howard and
Joe Sanders shall receive together a total of not more than 480 shares
of preferred stock. Cash shall be contributed to the companies by the
respective parties or distributed by the companies to the parties to
accomplish the proper net asset transfers.
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(ii)

Common stock shall be issued in a total amount equal to the earnings
expected to be contributed by the companies to Major Electrical, Inc.
for the next five years to the extent that the earnings of each company
respectively, based on the past three calendar years, exceed the
average earnings of its industry. The common stock shall be issued at
par value of $10 per share to the owners of the companies in the ratio
of the amount that each company’s average earnings are expected to
exceed the average industry earnings of the company with the lesser
earnings.

Trial balances for the ten months ended October 31, 1969 for both companies
appear below:

Grover Hardware Co. and
Howard & Sanders Co.
TRIAL BALANCES
November 1, 1969

Account

Grover Hardware

Howard & Sanders

Trial Balance
Debit
Credit

Trial Balance
Debit
Credit

Cash ......................................... $ 17,000
Accounts receivable...............
43,000
Allowance for bad d e b ts .........
Inventory .................................
63,000
Prepaid expenses ....................
2,000
Land, building and equipment
44,000
Allowance for depreciation . . .
Accounts p a y a b le ....................
Accrued expenses payable . ..
Deposit on c o n tra c t...............
Grover, C a p ita l........................
Grover, D raw ing......................
5,000
Howard, C a p ita l......................
Sanders, C a p ita l......................
Revenues .................................
Cost of producing revenues . . 160,000
Partners’ salaries ....................
Operating expenses..................
29,000
Totals ............................... $363,000

$ 20,700
$

3,000
3,500
1,300
26,000
27,000
54,000
4,000

$ 12,000
2,500

75,000
11,300
7,700
70,000

200,000
31,000
7,000
14,000
$363,000

$103,500

$103,500
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Additional information:

1. Howard & Sanders maintains the Partnership books on the cash basis
of accounting and Grover maintains his Proprietorship books on the accrual basis.
Major’s books are to be maintained on the accrual basis. Items not recorded on
Howard & Sanders’ books at October 31, 1969 follow:
Accounts receivable..................................... $20,300
Allowance for bad d e b ts ............................
400
Unbilled contract inp ro g re ss......................
8,000
Prepaid expenses.........................................
1,200
Accounts payable .......................................
6,200
Accrued expenses p a y a b le ..........................
2,400
All accounts receivable are for jobs completed and billed. The unbilled contract in
progress is for a $10,000 contract which was 80 per cent complete and upon which
a $2,500 deposit was paid to Howard & Sanders when the contract was signed.
Cash payments for work on the contract to October 31, 1969 total $3,500 and
were recorded on the Partnership books as Inventory. Accounts payable includes
$2,800 owed to Grover Wholesale Electricians’ Hardware Co.
2. The partnership agreement specified Bill Howard would receive a salary
of $12,000 per year and share 60 per cent of any profit or loss and Joe Sanders
would receive a salary of $9,000 per year and share 40 per cent of any profit or
loss. Each partner will receive the same annual salary from the Corporation.
3. John Grover withdraws an amount each month from his Proprietorship
equal to a normal salary. Grover’s annual salary from the Corporation will be
$15,000.
4. Based on the past three years, John Grover could expect his Proprietor
ship to earn an average of $39,000 per year for the next five years before any
salary allowance with average expected sales of $600,000 per year. The industry
average net income (after deducting all salaries and income taxes) for electrical
hardware wholesalers for the next five years is expected to be 1.35 per cent of sales.
5. Based on the past three years, Bill Howard and Joe Sanders could expect
their Partnership to earn an average of $55,500 per year for the next five years
before deducting partners’ salaries with average expected revenues of $240,000
per year. The industry average net income (after deducting all salaries and income
tax) for electrical contractors for the next five years is expected to be 7.5 per cent
of sales.
6. The parties expect the Corporation to pay income tax at an average rate
of 40 per cent during the next five years.
Required:
Prepare a worksheet to determine the pro-forma opening account balances of
Major Electrical, Inc., giving effect to the agreement to transfer the assets and
liabilities and issue stock. Prepare supporting schedules computing (1) any cash
contributions or distributions necessary and preferred stock to be issued to each
party and (2) the number of shares of common stock to be issued to each party.
Formal adjusting and closing entries and formal financial statements are not
required.
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Number 4 (Estimated time— 40 to 50 m inutes)
Your client recently purchased an engineering consulting practice from James
Dider who wishes to retire, and agreed to employ Mr. Dider and all of his employees
for one year. You have been engaged to determine an estimate of the total cost of
operations per chargeable man-hour, for each member of the professional staff,
in order that suitable billing rates may be established.
Your estimates of the hours for which the professional staff will be paid, their
annual salaries, and the proportions of their working hours which will not be
directly chargeable to any specific client follow:
Employee

Total
Hours

Annual
Salary

Percentage of Time
Devoted to Firm Overhead

40%
$ 2,400
A b le ........... . . . 1,200
10%
12,000
Briscol . . . . , . . . 2,400
20%
8,000
C a s e ........... . . . 2,000
40%
10,000
800
D i d e r ......... . . .
5%
7,200
Emel ......... . . . 2,400
Mr. Dider’s other costs of operating his firm, including clerical wages, have
averaged about $39,100 per year for the last three years.
Required:
a. Prepare schedules computing the following with respect to the year
following acquisition of Dider’s engineering consulting practice:
1. Total overhead cost.
2. Total employees’ salaries directly billable to clients.
3. An estimate of the total cost of operations per chargeable man-hour
of each member of the professional staff assuming total overhead is to
be allocated on the basis of total billable professional salaries.
b. Without regard to the effect on total overhead and assuming no factor
changes unless specified, state whether each of the following unrelated situations
will result in
(1) Over-absorption
(2) Estimated (standard) absorption
(3) Under-absorption
of overhead and state the reason for this result:
1. Able spends 50 per cent of his time in overhead functions.
2. Briscol works 100 hours less than expected during the year and his
salary is reduced accordingly.
3. Case works 100 hours more than expected during the year and his
salary is increased accordingly.
4. Dider works 200 hours more than expected during the year and his
annual salary is unchanged.
5. Emel receives a salary increase but his billing rate is not changed.
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GROUP I
Estimated time— 50 to 60 minutes
Solve only one of the two problems in this group.
If both are solved, only the first will be considered.
Number 5
Delaney, Inc. manufactures dictating machines in its three factories and ships
them to warehouses in three cities. Shipping costs were uniform throughout the
fiscal year ending June 30, 1969. A schedule of shipping costs follows:
COST OF SHIPPING ONE FINISHED UNIT
DURING FISCAL YEAR ENDED JUNE 30, 1969
To
Warehouses in

Red City

From Factories in
Bluefield
Green Valley

$8
$5
$3
Blacktown .................. .............
2
4
5
O ra n g e ........................ .............
3
7
4
Indigo ........................ .............
Sales of the Delaney machine have been excellent and the Company has had
to operate its three plants at full capacity to fill orders. During the year the follow
ing shipments were made:
UNITS SHIPPED TO WAREHOUSES
DURING FISCAL YEAR ENDED JUNE 30, 1969
To
Warehouses in
B lacktow n...............
Orange ....................
I n d ig o ......................
Total shipments. .

From Factories in
Red City
Bluefield Green Valley
5,000

5,000

7,000
3,000
7,000
17,000

13,000
2,000
15,000

Total
12,000
16,000
9,000
37,000
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Management is aware that the above allocation of production probably did not
result in the lowest possible total cost of freight and is concerned about the impact
of this on the valuation of the June 30, 1969 finished goods inventory. The Com
pany wishes to value inventories at the cost of manufacturing plus the freight
charges applicable under an allocation of production scheme which would result
in the lowest total cost of freight.
At June 30, 1969, Delaney had the following finished goods inventories:
In Blacktown w arehouse.........
In Orange warehouse...............
In Indigo w arehouse...............
Total finished g o o d s ...........

3,000 units (all from Red City)
1,000 units (all from Green Valley)
2,000 units (all from Bluefield)
6,000 units

The cost of manufacturing a dictating machine is $78 at Red City and $80 at
both Bluefield and Green Valley.

Required:
a. Prepare a schedule computing the actual cost of finished goods inventory
in warehouses, including freight, at June 30, 1969. The Company uses the first-in,
first-out method.
b. Prepare a schedule showing the manner in which production during fiscal
1969 should have been shipped to warehouses to minimize total freight costs. A
format similar to the schedule, “Units Shipped to Warehouses,” above is
recommended.
c. Prepare a schedule computing the cost of finished inventory at June
30, 1969, including the cost of freight which would have been applicable if the
Company had followed the lowest-cost allocation in “b,” assuming for any ware
house receiving shipments from more than one factory that the units on hand
pertain to the production of the factory from which the freight cost is minimal.
d. Assume that the 1,000 units in the Orange warehouse were shipped there
from the Blacktown warehouse at a shipping cost of $7 per unit and that the
units had originally been shipped to Blacktown from the factory in Bluefield. At
what amount should these 1,000 units be valued in inventory? Why?

Number 6
You were engaged to examine the financial statements of the City of Homer
for the year ended June 30, 1969 and found that the bookkeeper had recorded all
transactions in the General Fund. You were furnished the General Fund Trial
Balance, which appears on page 66.
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City of Homer
GENERAL FUND TRIAL BALANCE
June 30, 1969
Debits
Cash .........................................................................................
Cash for construction.............................................................
Taxes receivable—c u rre n t......................................................
Assessments receivable—d e fe rre d .........................................
Inventory of materials and supplies.....................................
Improvements authorized......................................................
Estimated revenues.................................................................
Interest expense ......................................................................
Encumbrances ........................................................................
Appropriation expenditures ..................................................
Total D e b its ....................................................................

$ 125,180
174,000
8,000
300,000
38,000
15,000
4,135,000
18,000
360,000
4,310,000
$9,483,180

Credits
Allowance for uncollectible current ta x e s ............................
Vouchers p a y a b le ....................................................................
Interest payable ......................................................................
Liability under street improvement p ro je c t..........................
Bonds payable ........................................................................
Premium on b o n d s .................................................................
Reserve for inventory.............................................................
Reserve for encum brances....................................................
Appropriations ........................................................................
Interest revenue ......................................................................
Unappropriated surplus .........................................................
Revenues ..........................
Total C red its....................................................................

$

7,000
62,090
18,000
10,000
300,000
3,000
36,000
360,000
4,450,000
21,000
106,090
4,110,000
$9,483,180

Your audit disclosed the following:
1. Years ago the City Council authorized the recording of inventories, and a
physical inventory taken on June 30, 1969 showed that materials and supplies with
a cost of $37,750 were on hand at that date. The inventory is recorded on a
perpetual basis.
2. Current taxes are now considered delinquent and it is estimated that
$5,500 of such taxes will be uncollectible.
3. Discounts of $32,000 were taken on property taxes. An appropriation
is not required for discounts, but an allowance for them was not made at the time
the tax levy was recorded. Discounts taken were charged to Appropriation
Expenditures.
4. On June 25, 1969, the State Revenue Department informed the city that
its share of a state-collected, locally-shared tax would be $75,000.
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5. New equipment for the Police Department was acquired at a cost of
$90,000 and was properly recorded in the General Fund.
6. During the year 100 acres of land were donated to the city for use as an
industrial park. The land had a value of $250,000. No recording has been made.
7. The City Council authorized the paving and widening of certain streets at
an estimated cost of $365,000, which included an estimated $5,000 cost for plan
ning and engineering to be paid from the General Fund. The remaining $360,000
was to be financed by a $10,000 contribution from the city and $350,000 by
assessments against property owners payable in seven equal annual installments. A
$15,000 appropriation was made for the city’s share at the time the annual budget
was recorded, and the total $365,000 was also recorded as an appropriation. The
following information is also relevant to the street improvement project:
(a) Property owners paid their annual installment plus a $21,000
interest charge in full.
(b) Special assessment bonds of $300,000 were authorized and sold at
a premium of $3,000. An $18,000 liability for interest was properly
recorded. The city does not amortize bond premium or discount.
(c) The city’s $15,000 share was recorded as an expenditure during the
year. The $5,000 for planning and engineering fees was paid. Construc
tion began July 5, 1968, and the contractor has been paid $200,000 under
the contract for construction which calls for performance of the work at
a total cost of $360,000. This $360,000 makes up the balance in the
Reserve for Encumbrances.
(d) The Cash for Construction account was used for all receipts and
disbursements relative to the project. It is made up of the proceeds of the
bond issue and collection of assessment installments and interest minus
payments to the contractor.
Required:
Prepare a 14-column worksheet to adjust the account balances at June 30,
1969 and to distribute them to the appropriate funds or groups of accounts. It is
recommended that the worksheet be in the order of the General Fund Trial Balance
and have the following column headings:
1.
2.
3.
4.

5.
6.

Balance per books.
Adjustments—debit.
Adjustments—credit.
General Fund.
Special Assessment Fund.
General fixed assets.

(Number all adjusting entries. Formal journal entries or financial statements are
not required. Supporting computations should be in good form.)

EXAMINATION IN ACCOUNTING PRACTICE— PART II
November 6, 1969; 1:30 to 6 :00 p.m.
Number 1 (Estimated time—4 0 to 50 m inutes)
Several Incorporated, a conglomerate, has four subsidiary companies: Art,
Bat, Cot and Dale. Each company is engaged in a separate business.
Art Company is in the commodity business dealing in a single commodity.
Inventory at December 31, 1967 totaled $240,000. Quantities on hand were
800,000 and 1,000,000 on December 31, 1967 and 1968 respectively.
Following are purchases made during 1968:
January .......................................
April ............................................
September ...................................
November ...................................

Quantity

Cost

600,000
500,000
1,000,000
400,000

$210,000
200,000
246,000
160,000

Bat Company buys and sells land. On January 1, 1968, a tract of land was
bought for $100,000. Costs of leveling the land were $25,000. The lots were
subdivided as follows:
25 Class A lots to sell for $4,000 each
30 Class B lots to sell for $3,000 each
10 Class C lots to sell for $1,000 each
68
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On December 31, 1968, the unsold lots consisted of 15 Class A lots, 6 Class
3 lots and 3 Class C lots.
Cot Company sells beds. The perpetual inventory was stated as $19,600 on the
books at December 31, 1968. At the close of the year a new approach for compiling
inventory was used and apparently a satisfactory cutoff was not made. Some events
that occurred are as follows :
1. Beds shipped to a customer January 2, 1969 costing $2,000 were included
in inventory at December 31, 1968.
2. Beds costing $9,000 received December 30, 1968 were recorded as
received on January 2, 1969.
3. Beds received costing $1,900 were recorded twice.
4. Beds shipped December 28, 1968 per date of shipping advice which cost
$7,000 were not recorded as delivered until January 1969.
5. Beds on hand which cost $2,300 were not recorded on the books.
Dale Company is in the construction business. A long-term contract was
entered into in 1966. The contract price was $700,000 and the Company expected
to earn $80,000 before taxes. Following are data on experience to date:
Year Ended
December 31
1966
1967
1968

Cumulative
Costs Incurred
$ 49,600
172,800
378,000

Estimated Cost to
Complete Contract
$570,400
467,200
252,000

Required:
a. Prepare a schedule computing the cost of the December 31, 1968 inven
tory of Art Company using the weighted average method.
b. Prepare a schedule computing the cost of unsold lots at December 31,
1968 of Bat Company.
c. Prepare a schedule showing the adjustments to year-end inventory of Cot
Company to effect a proper cutoff.
d. Prepare a schedule computing the income earned in 1966, 1967 and
1968 by Dale Company under the percentage-of-completion method based on
costs incurred.

Number 2 (Estimated time——
40 to 50 minutes)
Ross Shirts, Inc. manufactures short- and long-sleeve men’s shirts for large
stores. Ross produces a single quality shirt in. lots to each customer’s order and
attaches the store’s label to each. The standard costs for a dozen long-sleeve
shirts are:

E xamination Q uestions—N ovember , 1969

70

Direct m ate ria ls........................ 24 yards @ $ .55
Direct l a b o r ..............................
3 hours @ $2.45
Manufacturing overhead ......... 3 hours @ $2.00
Standard cost per dozen . .

$13.20
7.35
6.00
$26.55

During October 1969 Ross worked on three orders for long-sleeve shirts. Job
cost records for the month disclose the following:
Lot

Units in Lot

30
31
32

1,000 dozen
1,700 dozen
1,200 dozen

Material Used
24,100 yards
40,440 yards
28,825 yards

Hours Worked
2,980
5,130
2,890

The following information is also available:
1. Ross purchased 95,000 yards of material during the month at a cost of
$53,200. The materials price variance is recorded when goods are purchased and all
inventories are carried at standard cost.
2. Direct labor incurred amounted to $27,500 during October. According to
payroll records, production employees were paid $2.50 per hour.
3. Overhead is applied on the basis of direct labor hours. Manufacturing
overhead totaling $22,800 was incurred during October.
4. A total of $288,000 was budgeted for overhead for the year 1969 based
on estimated production at the plant’s normal capacity of 48,000 dozen shirts per
year. Overhead is 40 per cent fixed and 60 per cent variable at this level of
production.
5. There was no work in process at October 1. During October lots 30 and
31 were completed and all material was issued for lot 32 and it was 80 per cent
completed as to labor.
R equired:
a. Prepare a schedule computing the standard cost for October 1969 of
lots 30, 31 and 32.
b. Prepare a schedule computing the materials price variance for October
1969 and indicate whether the variance is favorable or unfavorable.
c. Prepare schedules computing (and indicating whether the variances are
favorable or unfavorable) for each lot produced during October 1969 the:
1. Materials quantity variance in yards.
2. Labor efficiency variance in hours.
3. Labor rate variance in dollars.
d. Prepare a schedule computing the total controllable and noncontrollable
(capacity) manufacturing overhead variances for October 1969 and indicate
whether the variances are favorable or unfavorable.
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Number 3 (Estimated time— 50 to 60 minutes)

The following financial data were furnished to you by the Relgne Corporation:
Relgne Corporation
COMPARATIVE TRIAL BALANCES
At Beginning and End of Fiscal Year Ended October 31, 1969

Cash ..............................................
Accounts receivable......................
Inventories.....................................
Unexpired in su ra n c e ....................
Long-term investments at cost . . .
Sinking fund .................................
Land and building........................
E quipm ent.....................................
Discount on bonds p a y a b le .........
Treasury stock at c o s t ..................
Cost of goods s o ld ........................
Selling and general expenses . . . .
Income t a x .....................................
Loss on sale of equipm ent...........
Capital gains t a x ..........................
Total d e b its ..........................

October 31
1969
$ 226,000
148,000
291,000
2,500
10,000
90,000
195,000
215,000
8,500
5,000
539,000
287,000
32,000
1,000
3,000
$2,053,000

Allowance for doubtful accounts. $
8,000
26,250
Accumulated depreciation—building
Accumulated depreciation—
39,750
equipment ............................
55,000
Accounts payable ........................
70,000
Notes payable—current ...............
18,000
Accrued expenses payable............
35,000
Taxes p a y a b le ...............................
1,000
Unearned re v e n u e ........................
40,000
Note payable—lo n g-term .............
250,000
Bonds payable—long-term ...........
300,000
Common s to c k ...............................
90,000
Appropriation for sinking fund . .
94,000
Unappropriated retained earnings
Paid-in capital in
116,000
excess of par v a lu e ...............
898,000
Sales ..............................................
12,000
Gain on sale of investm ents.........
$2,053,000
Total c re d its..........................

November 1
1968
$ 50,000
100,000
300,000
2,000
40,000
80,000
195,000
90,000
9,000
500
10,000
5,000

Increase Decrease
$176,000
48,000
$ 9,000
500
30,000
10,000
125,000

$876,000
$

3,000
3,750

$

12,250
5,000
50,000
3,000
25,000
8,000
20,000
100,000
10,000
18,000
111,000

5,000
22,500
27,500
60,000
20,000
15,000
10,000
9,000
60,000
250,000
200,000
80,000
112,000
5,000

$876,000
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The following information was also available:
1. All purchases and sales were on account.
2. The sinking fund will be used to retire the long-term bonds.
3. Equipment with an original cost of $15,000 was sold for $7,000.
4. Selling and General Expenses includes the following expenses:
Expired in su ra n c e ...................... $ 2,000
Building depreciation..................
3,750
Equipment depreciation.............
19,250
Bad debts expense......................
4,000
Interest expense..........................
18,000
5. A six-months note payable for $50,000 was issued towards the purchase
of new equipment.
6. The long-term note payable requires the payment of $20,000 per year
plus interest until paid.
7. Treasury stock was sold for $1,000 more than its cost.
8. All dividends were paid by cash.

Required:
a.

Prepare schedules computing
1. Collections of accounts receivable.
2. Payments of accounts payable.

b. Prepare a Statement of Sources and Uses of Cash (sometimes called a
Cash Flow Statement) for Relgne Corporation. Supporting computations should
be in good form.

Number 4 (Estimated time— 40 to 50 m inutes)
In January 1968 you began the examination of the financial statements for the
year ended December 31, 1967 of Hines Corporation, a new audit client. During
your examination the following information was disclosed:
1. Federal tax liabilities reported on tax returns were:
Year

Amount Due
Per Tax Return

1965 .........................................
$33,850
1966 ............................................ 77,020
1967 ............................................ 51,966
2. On January 2, 1965 packaging equipment was purchased at a cost of
$225,000. The equipment had an estimated useful life of five years and a salvage
value of $15,000. The Corporation was entitled to and claimed an investment
credit of $5,250 on its 1965 income tax return. For financial reporting purposes,
the investment credit was treated as an offset against the cost of the equipment.
The sum -of-the-years' digits method of depreciation was used for income tax
reporting and the straight-line method was used on the financial statements.
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3. On January 8, 1966 $60,000 was collected in advance rental of a building
for a three-year period. The $60,000 was reported as taxable income in 1966, but
$40,000 was reported as deferred revenue in 1966 in the financial statements.
The building will continue to be rented for the foreseeable future.
4. On January 5, 1967 office equipment was purchased for $10,000. The
office equipment has an estimated life of 10 years and no salvage value. Straightline depreciation was used for both financial and income tax reporting purposes.
Management, however, elected to take the allowable additional first year deprecia
tion of $2,000 for income tax reporting. As a result, the depreciation reported on
the income tax return for this equipment was $2,800 in 1967. (Ignore the invest
ment credit for simplicity.)
5. On February 12, 1967 the Corporation sold land with a book and tax
basis of $150,000 for $200,000. The gain, reported in full in 1967 on the financial
statements, was reported by the installment method on the income tax return
equally over a period of 10 years and is taxable at capital gains rate.
6. On March 15, 1967 a patent developed at a cost of $34,000 was granted.
The Corporation is amortizing the patent over a period of four years on the financial
statements and over 17 years on its income tax return. The Corporation elected to
record a full year’s amortization in 1967 on both its financial statements and
income tax return.
7. The income tax rates for 1965, 1966 and 1967 were:
Rate
Ordinary income:
First $25,000 ...................... 22%
Excess over $25,000 ........... 48%
Long-term capital g a in s ......... 25%
Required:
a. Prepare a schedule computing the amount of the total net deferred tax
debits or credits for each year ended December 31 for 1965, 1966 and 1967.
b. Prepare a schedule computing the total amount of income tax expense
for financial reporting purposes for each year ended December 31 for 1965, 1966
and 1967.

Number 5 (Estimated time— 50 to 60 minutes)
Fred Stone, one of three trustees appointed under the terms of a testamentary
trust established by the will of Jac Allen, a bachelor, engaged you to prepare a con
solidated balance sheet of the various interests in properties controlled and managed
by the trustees as of September 30, 1969. These properties consist of estate assets,
undistributed income, and a 90 per cent stock interest in the Bass Corporation
purchased when the Corporation was formed. Bass Corporation in turn owns 80
per cent of the stock of the Crane Investments, Inc. All assets were valued for
federal estate tax purposes as of the date of Allen’s death.
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Allen died on June 30, 1963 leaving his entire estate in trust for the benefit of
his sister to pass upon her death to her children. Under the terms of the Will, the
three appointed trustees are authorized to (1) act as directors of the two corpora
tions and may, at their discretion, combine or dissolve them, (2) pay a minimum
of $4,000 monthly as the sister’s maintenance allowance from interest and dividend
income remaining after payment of expenses of the Trust, and (3) buy or sell trust
investments, reinvest estate assets and/or undistributed income. Gains or losses
from the sale of trust assets are to be allocated to corpus.
The September 30, 1969 trial balances for the Allen Estate, Bass Corporation,
and Crane Investments, Inc. appear on page 75.
Stone requested that you use, in lieu of cost for balance sheet valuation pur
poses, the fair market value of the securities at the date of Allen’s death in order
that the accountability of the trustees for subsequent events may be properly
disclosed.
The following information was available:
1. Investments in bonds are reported at cost and represent their present
market value. Interest of $9,000 had accrued on the bonds held by the Allen Estate
but was not recorded on September 30, 1969.
2. Marketable securities held by Bass Corporation costing $794,000 and
having a market value of $800,000 on Allen’s death were still on hand at Septem
ber 30, 1969. The market value of marketable securities purchased after Allen’s
death and held by Bass Corporation on September 30, 1969 was $2,200,000.
3. The market value of the securities held by Crane Investments, Inc. on
June 30, 1963, as determined for federal estate tax purposes, was $250,000.
These securities cost $240,000 on January 2, 1963 and were sold in 1965 for
$295,000. The securities on hand at September 30, 1969 were purchased on May
10, 1969 at a cost of $439,000 and had a market value of $441,000 on September
30, 1969.
4. The investment in Bass Corporation is reported on the trial balance at
cost. The value of the investment reported for federal estate tax purposes was
$2,700,000 which the trustees believe to be fair and represents the original cost
plus appreciation of securities to June 30, 1963.
5. Bass Corporation’s investment in Crane Investments, Inc. is reported on
the trial balance at cost. On June 30, 1963 total owners’ equity of Crane Invest
ments, Inc. consisted of $200,000 in capital stock at par value and $20,000 in
retained earnings. No dividends have been paid to Crane Investments, Inc.

Required:
Prepare a worksheet for the preparation of a consolidated balance sheet.
Supporting computations should be in good form. Worksheet adjusting and
eliminating entries should be numbered. Formal adjusting and eliminating entries
and financial statements are not required.
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Allen Estate, Bass Corporation, and Crane Investments, Inc.
TRIAL BALANCES
September 30, 1969
Allen
Estate

Debits
Cash in b a n k ....................................... $ 45,000
Due from Crane Investments, Inc. . . .
Investments at cost:
300,000
Corporate bonds ............................
Marketable securities:
Purchased prior to June 30, 1963
Purchased after June 30, 1963 ..
Stock of Bass Corporation—
90% interest at c o s t ...................... 2,250,000
Stock of Crane Investments, Inc.—
80% interest at c o s t ......................
Accrued interest receivable...............
218,000
Trustees’ expenses, taxes, etc. paid ..
296,000
Distributions to sis te r..........................
$3,109,000
Credits
Sundry liabilities .................................
Due to Bass C orporation....................
Income from dividends...................... $ 460,000
Interest income ...................................
72,000
Gain on sale of b o n d s ........................
2,000
Equity of Jac Allen:
Estate c o rp u s ................................... 2,575,000
Estate income .................................
Capital stock:
Bass Corporation:
Allen E s ta te .................................
Minority in te re s t........................
Crane Investments, Inc.:
Bass C orporation........................
Minority interest ........................
Retained earnings:
Bass Corporation:
Allen E s ta te .................................
Minority in te re s t........................
Crane Investments, Inc.:
Bass C orporation........................
Minority in te re s t........................
$3,109,000

Bass
Corporation
$ 195,000
4,500

Crane
Investments,
Inc.
$ 45,000

500,000
794,000
2,000,000

439,000

156,000
21,000

$3,670,500

$484,000

$ 373,500

$ 38,250
4,500

2,250,000
250,000
160,000
40,000
717,300
79,700

$3,670,500

193,000
48,250
$484,000

EXAMINATION IN AUDITING
November 6, 1969; 8:3 0 a.m. to 12:00 m.
Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following items. Write on a
separate answer sheet your answer choice. Select only one answer for each item.
An example of the manner in which the questions should be answered is
shown in the following illustration:
Question
XX. A CPA may use different sampling programs to estimate different
characteristics of a population. For example, from a sample of the dollar amounts
of unpaid invoices he could estimate the total dollar value of a population of
unpaid invoices. To test internal control a CPA might sample the population of
unpaid invoices to estimate the number (or rate) of errors in the population.
Sampling for the number of errors is known as
a. Sampling for variables.
b. Sampling for attributes.
c. Stratified sampling.
d. Random sampling.
Answer Sheet
XX. b.
76

77

A uditing
Questions to be Answered

A. The eight following items apply to random sampling for attributes, a sampling
technique often employed in transaction testing. Assume that all samples are to be
drawn from large populations.
1. A CPA wishes to determine the percentage of items in his client’s inven
tory with annual sales of less than 50 per cent of the units on hand at the inventory
date. Which of the following exhibits the characteristic the CPA is measuring?
Item
a.
b.
c.
d.

Firs
Furs
Friezes
Furzes

Units in Inventory
251
243
198
144

Units Sold This Year
525
124
98
92

2. A CPA specifies that a sample shall have a confidence level of 90 per
cent. The specified confidence level assures him of
a. A true estimate of the population characteristic being measured.
b. An estimate that is at least 90 per cent correct.
c. A measured precision for his estimate.
d. How likely he can estimate the population characteristic being
measured.
3. A CPA specifies that a sample shall have a precision of 5 per cent. The
specified precision assures him of
a. A precise measure of the population characteristic being measured.
b. An estimate that is at least 5 per cent correct.
c. A measured reliability for his estimate.
d. The range within which the population characteristic being measured
is likely to be.
4. If all other factors specified in a sampling plan remain constant, changing
the specified reliability from 90 per cent to 95 per cent would cause the required
sample size to
a. Increase.
b. Remain the same.
c. Decrease.
d. Become indeterminate.
5. If all other factors specified in a sampling plan remain constant, changing
the specified precision from 8 per cent to 12 per cent would cause the required
sample size to
a. Increase.
b. Remain the same.
c. Decrease.
d. Become indeterminate.
6. If all other factors specified in a sampling plan remain constant, changing
the estimated occurrence rate from 2 per cent to 4 per cent would cause the required
sample size to
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a. Increase.
b. Remain the same.
c. Decrease.
d. Become indeterminate.
7. In the evaluation of the results of a sample of a specified reliability and
precision, the fact that the occurrence rate in the sample was 2 per cent rather
than the estimated occurrence rate of 4 per cent would cause the required
sample size to
a. Increase.
b. Remain the same.
c. Decrease.
d. Become indeterminate.
8. In the evaluation of the results of a sample of a specified reliability and
precision, the fact that the occurrence rate in the sample was the same as the
estimated occurrence rate would cause the reliability of the sample estimate to
a. Increase.
b. Remain the same.
c. Decrease.
d. Become indeterminate.
B. The eight following items contain examples of internal control deficiencies
observed by a CPA in his client’s computer data processing system. For each of
these conditions or situations, select from the list of control features or procedures
given the one which, if properly utilized, would have been most useful in either
preventing the error or in ensuring its immediate and prompt correction.
9. The night operator understood more about programming than anyone
realized. Working through the console, he made a change in a payroll program to
alter the rate of pay for an accomplice in an operating department. The fraud was
discovered accidentally after it had been going on for several months. The best
control procedure would be
a. Review of console log for unauthorized intervention.
b. Payroll review and distribution controls outside of data processing.
c. Audit trail use of payroll journal output.
d. Control total review.
10. A customer payment recorded legibly on the remittance advice as $13.01
was entered into the computer from punched cards as $1,301.00 The best control
procedure would be
a. A limit test.
b. A valid field test.
c. Keypunch verification.
d. A check digit.
11. A program for the analysis of sales provided questionable results and
data processing personnel were unable to explain how the program operated. The
programmer who wrote the program no longer works for the company. The best
control procedure would be
a. A run manual.
b. Operator instructions.
c. Layouts.
d. Assembly run checking.
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12. Due to an unusual program error which had never happened before, the
accounts receivable updating run did not process three transactions. The error
was not noted by the operator because he was busy working on a card punch
malfunction. There were control totals for the file which were printed out. An
examination of the console printout would have disclosed the error. The best
control procedure would be
a. An error message requiring operator response before processing
continues.
b. Reconciliation of control totals by control clerk.
c. Internal audit review of console log.
d. Label checking by next computer program.
13. A new computer program to process accounts payable was unreliable and
would not handle the most common exceptions. The best control procedure
would be
a. Test data.
b. Documentation.
c. An error report.
d. Assembly run error printouts.
14. A batch of cards was next to the computer waiting for processing. The
personnel manager, showing some visitors through the installation, pulled a card
from the batch to show the visitors what it looked like. He absentmindedly put the
card into his pocket rather than back into the batch. The missing card was not
detected when the batch was processed. The best control procedure would be a
a. Trailer label.
b. Transmittal control log.
c. Control total.
d. Missing data check.
15. An apparent error in input data describing an inventory item received
was referred back to the originating department for correction. A week later the
department complained that the inventory in question was incorrect. Data process
ing could not easily determine whether or not the item had been processed by the
computer. The best control procedure would be
a. Input edit checks.
b. Missing data validity check.
c. Transmittal control.
d. An error log.
16. The master inventory file, contained on a removable magnetic disk, was
destroyed by a small fire next to the area where it was stored. The company had
to take a special complete inventory in order to reestablish the file. The best control
procedure would be
a. Fire insurance.
b. Data processing insurance.
c. A copy of the disk.
d. Remote storage of a copy of the disk and the transactions since the
disk was copied.
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Number 2 (Estimated time— 25 to 30 m inutes)
A CPA accumulates various kinds of evidence upon which he will base his
auditor’s opinion on the fairness of financial statements he examines. Among this
evidence are confirmations from third parties and written representations from his
client.
Required:
a.

1.
2.

b.

1. What is a written representation?
2. What information should a written representation contain?
3. What effect does a written representation have on a CPA’s examina
tion of a client’s financial statements?

c.

1.
2.

What is an audit confirmation?
What characteristics should an audit confirmation possess if a CPA is
to consider it as valid evidence?

Distinguish between a positive confirmation and a negative confirma
tion in the auditor’s examination of accounts receivable.
In confirming an audit client’s accounts receivable, what characteris
tics should be present in the accounts if the CPA is to use negative
confirmations?

d. List the information a CPA should solicit in a standard bank confirmation
inquiry sent to an audit client’s bank.

Number 3 (Estimated time— 25 to 30 m inutes)
You were engaged to examine the financial statements of Ronlyn Corporation
for the year ended June 30, 1969.
On May 1, 1969 the Corporation borrowed $500,000 from Second National
Bank to finance plant expansion. The long-term note agreement provided for the
annual payment of principal and interest over five years. The existing plant was
pledged as security for the loan.
Due to unexpected difficulties in acquiring the building site, the plant expan
sion had not begun at June 30, 1969. To make use of the borrowed funds,
management decided to invest in stocks and bonds, and on May 16, 1969 the
$500,000 was invested in securities.
Required:
a.

What are the audit objectives in the examination of long-term debt?

b. Prepare an audit program for the examination of the long-term note agree
ment between Ronlyn and Second National Bank.
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c.

How could you verify the security position of Ronlyn at June 30, 1969?

d.

In
1.
2.
3.

your audit of investments, how would you
Verify the dividend or interest income recorded?
Determine market value?
Establish the authority for security purchases?

Number 4 (Estimated time— 25 to 30 m inutes)
Your audit client, Household Appliances, Inc. operates a retail store in the
center of town. Because of lack of storage space Household keeps inventory that
is not on display in a public warehouse outside of town. The warehouseman receives
inventory from suppliers and, on request from your client by a shipping advice or
telephone call, delivers merchandise to customers or to the retail outlet.
The accounts are maintained at the retail store by a bookkeeper. Each month
the warehouseman sends to the bookkeeper a quantity report indicating opening
balance, receipts, deliveries and ending balance. The bookkeeper compares book
quantities on hand at month end with the warehouseman’s report and adjusts his
books to agree with the report. No physical counts of the merchandise at the ware
house were made by your client during the year.
You are now preparing for your examination of the current year’s financial
statements in this recurring engagement. Last year you rendered an unqualified
opinion.

Required:
a. Prepare an audit program for the observation of the physical inventory
of Household Appliances, Inc. (1) at the retail outlet and (2) at the warehouse.
b. As part of your examination would you verify inventory quantities at
the warehouse by means of
1. A warehouse confirmation? Why?
2. Test counts of inventory at the warehouse? Why?
c. Since the bookkeeper adjusts books to quantities shown on the ware
houseman’s report each month, what significance would you attach to the year-end
adjustments if they were substantial? Discuss.
d. Assume you are unable to satisfy yourself as to the inventory at the audit
date of Household Appliances, Inc. Could you render an unqualified opinion? Why?
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Number 5 (Estimated time— 25 to 30 m inutes)
Charting, Inc., a new audit client of yours, processes its sales and cash receipts
documents in the following manner:
1. Payment on account. The mail is opened each morning by a mail clerk
in the sales department. The mail clerk prepares a remittance advice (showing
customer and amount paid) if one is not received. The checks and remittance
advices are then forwarded to the sales department supervisor who reviews each
check and forwards the checks and remittance advices to the accounting depart
ment supervisor.
The accounting department supervisor, who also functions as credit manager
in approving new credit and all credit limits, reviews all checks for payments on
past due accounts and then forwards the checks and remittance advices to the
accounts receivable clerk who arranges the advices in alphabetical order. The
remittance advices are posted directly to the accounts receivable ledger cards. The
checks are endorsed by stamp and totaled. The total is posted to the cash receipts
journal. The remittance advices are filed chronologically.
After receiving the cash from the previous day’s cash sales, the accounts
receivable clerk prepares the daily deposit slip in triplicate. The third copy of the
deposit slip is filed by date and the second copy and the original accompany the
bank deposit.
2. Sales. Sales clerks prepare sales invoices in triplicate. The original and
second copy are presented to the cashier. The third copy is retained by the sales
clerk in the sales book. When the sale is for cash, the customer pays the sales
clerk who presents the money to the cashier with the invoice copies.
A credit sale is approved by the cashier from an approved credit list after the
sales clerk prepares the three-part invoice. After receiving the cash or approving
the invoice, the cashier validates the original copy of the sales invoice and gives it
to the customer. At the end of each day the cashier recaps the sales and cash
received and forwards the cash and the second copy of all sales invoices to the
accounts receivable clerk.
The accounts receivable clerk balances the cash received with cash sales
invoices and prepares a daily sales summary. The credit sales invoices are posted
to the accounts receivable ledger and then all invoices are sent to the inventory
control clerk in the sales department for posting to the inventory control cards.
After posting, the inventory control clerk files all invoices numerically. The
accounts receivable clerk posts the daily sales summary to the cash receipts journal
and sales journal and files the sales summaries by date.
The cash from cash sales is combined with the cash received on account to
comprise the daily bank deposit.
3. Bank deposits. The bank validates the deposit slip and returns the second
copy to the accounting department where it is filed by date by the accounts receiv
able clerk.
Monthly bank statements are reconciled promptly by the accounting depart
ment supervisor and filed by date.
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R e q u ir e d :

You recognize that there are weaknesses in the existing system and believe a
chart of information and document flows would be beneficial in evaluating this
client’s internal control in preparing for your examination of the financial state
ments. Complete the flow chart given on pages 86-87 for sales and cash receipts
of Charting, Inc. by labeling the appropriate symbols and indicating information
flows. The chart is complete as to symbols and document flows. The symbols
given on pages 84-85 are used.
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FLOW CHART SYMBOLS

starting point in
document flow

document

direction of
information or
document flow

flow leaves
chartered system

preparation of
a document
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Permanent file of documents

= Alphabetical sequence

= Numerical sequence

= Chronological sequence
(Year, month, day)

information flow
(without document
flow)

document flow

journal or
ledger
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Charting, Inc.
FLOW CHART FOR SALES AND CASH RECEIPTS
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Number 6 (Estimated time— 25 to 30 minutes)
Pace Corporation, an audit client of yours, is a manufacturer of consumer
products and has several wholly owned subsidiaries in foreign countries which are
audited by other independent auditors in those countries. The financial statements
of all subsidiaries were properly consolidated in the financial statements of the
parent company and the foreign auditors’ reports were furnished to your CPA firm.
You are now preparing your auditor’s opinion on the consolidated balance
sheet and statement of income and retained earnings for the year ended June 30,
1969. These statements were prepared on a comparative basis with those of last
year.
Required:
a. How would you evaluate and accept the independence and professional
reputations of the foreign auditors?
b. Under what circumstances may a principal auditor assume responsibility
for the work of another auditor to the same extent as if he had performed the
work himself?
c. Assume that both last year and this year you were willing to utilize the
reports of the other independent auditors in expressing your opinion on the con
solidated financial statements but were unwilling to take full responsibility for
performance of the work underlying their opinions. Assuming your examination of
the parent company’s financial statements would allow you to render an unqualified
opinion, prepare (1) the necessary disclosure to be contained in the scope paragraph
and (2) the complete opinion paragraph of your auditor’s report.
d. What modification(s), if any, would be necessary in your auditor’s opinion
if the financial statements for the prior year were unaudited?

Number 7 (Estimated time— 25 to 30 m inutes)
An auditor must not only appear to be independent; he must also be indepen
dent in fact.
Required:
a. Explain the concept of an “auditor’s independence” as it applies to third
party reliance upon financial statements.
b.

1.
2.

What determines whether or not an auditor is independent in fact?
What determines whether or not an auditor appears to be
independent?
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c. Explain how an auditor may be independent in fact but not appear to be
independent.
d. Would a CPA be considered independent for an examination of the
financial statements of a
1. Church for which he is serving as treasurer without compensation?
Explain.
2. Women’s club for which his wife is serving as treasurer-bookkeeper
if he is not to receive a fee for the examination? Explain.
e. Write a disclaimer of opinion such as should accompany financial state
ments examined by a CPA who owns a material direct financial interest in his
audit client.

EXAMINATION IN COMMERCIAL LAW
November 7, 1969; 8 :3 0 a.m. to 12:00 m.
All questions are required.
General Instructions for Questions 1, 2 and 3
Each of the following numbered sentences states a legal conclusion as it relates
to the preceding related lettered fact situation. You are to determine whether each
of the legal conclusions is true or false and write on a separate answer sheet whether
each conclusion is true or false. Your grade will be determined from your total net
score obtained by deducting your total of incorrect answers from your total of
correct answers; an omitted answer will not be considered an incorrect answer.
An example of the manner in which the questions should be answered is
shown in the following illustration:
Question
XX. Albert orally ordered a $600 standard model television console for his
home from Mastercraft Appliances. Mastercraft accepted the order and later sent
Albert a purchase memorandum in duplicate with a request that Albert sign and
return one copy. Albert did not sign or return the purchase memorandum and he
refused to accept the television console. Mastercraft sued and Albert asserted the
Statute of Frauds as a defense.
1. The purchase memorandum sent by Mastercraft will be sufficient to
defeat Albert’s reliance on the Statute of Frauds.
2. If Albert admits in court to making the oral contract, the contract
will be enforceable.
3. A purchase memorandum will be insufficient to satisfy the Statute
of Frauds if it omits any of the terms agreed to by the parties.
4. A writing sufficient to satisfy the Statute of Frauds would not be
necessary if Albert had received and accepted the television console.
5. Specific performance is the only remedy Mastercraft can obtain in
its suit against Albert.
Answer Sheet
1.
2.
3.
4.
5.

False
True
False
True
False
90
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Number 1 (Estimated time——20 to 25 minutes)
Instructions
Write on a separate answer sheet whether the following numbered sentences
are true or false according to the general principles of agency law.
Questions to be Answered
A.

B.

The Gordon Company, a manufacturer of cosmetics, employed Wood as its
agent to promote its products. Under the terms of the contract signed, the
agency is to last one year and is renewable at the Company’s option. The con
tract provides that Wood is to be paid a 1 per cent commission on gross sales
of the Company. In addition, the Company is to provide $100,000 to Wood
to be used over the year to advertise the Company’s products. Wood made no
promise to work a specific amount of time during the year for the Company.
Wood started to place advertising for the Company and to arrange promo
tional events. Three months after entering into the contract the Company
marketed a new type of cosmetic. Marketing studies conducted by an in
dependent firm engaged by the Company indicate that the new product will
sell so well without any promotion that gross sales of the Company should
more than triple, but that the product will not sell any better if it is promoted.
The Company has notified Wood his contract is being terminated early.
1. Wood has no rights under the contract because all contracts of agency
are terminable at will.
2. Wood has no rights under the contract because he has not given any
consideration in return for the Company’s promise to employ him.
3. The Company is not free to terminate the contract on the grounds that
the marketing of the new product is an unexpected development which
substantially changes the relationship of the parties.
4. The contract must remain in force, but Wood will not be entitled to
commissions on the sale of the new product.
5. Wood may recover damages in a suit against the independent firm that
studied the market for the new product for interfering with his contract
with the Company.
Charles Jackson borrowed $20,000 from the Morgan Loan Company. He
executed a note and a real property mortgage on his land and factory to
secure payment of the loan. Subsequently, Jackson defaulted on the loan and
authorized the Morgan Loan Company in writing to sell the factory on his
behalf and retain an amount sufficient to satisfy the debt.
6. Unless the Morgan Loan Company filed the mortgage on the property
it will be unable to enforce against Jackson.
7. The mortgage did not include the inventory stored in the factory.
8. Jackson can terminate the agency relationship with Morgan at any time
prior to the consummation of the sale of the land and factory.
9. The death of Jackson would terminate the agency relationship but would
not affect Morgan’s rights on the mortgage.
10. Morgan has an agency coupled with an interest.
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Philip Star was a car salesman employed by the Modern Motor Company. The
Company instructed Star not to sell an antique car belonging to the Company
which was kept on the Company’s premises. When Roger Bloom came to
purchase a car and expressed an interest in the antique car, Star informed
Bloom that the car belonged to him personally and that he would sell it for
$500 although it was worth $2,000. Bloom agreed and paid Star $500 cash
and received a bill of sale. Star then disappeared.
11. Bloom is entitled to the antique car since he dealt with an authorized
agent of Modern Motor Company.
12. When Bloom entered the Modern Motor Company showroom, he could
properly assume that any car salesman was authorized to sell any new
car on the premises.
13. When Bloom paid Star $500 cash for the antique car, Bloom could not
properly assume that Star had apparent authority as an agent to sell
the car.
14. Modern Motor Company must pay Bloom $500 because the Company
was negligent in failing to place a sign on the antique car which stated
“This car is not for sale.”
15. Modern Motor Company must pay Bloom $500 because as a principal it
is responsible for the wrongful acts of its agent done in the course of
his employment.
John James, a local jobber, purported to act as the agent for Fairway Depart
ment Store when he in fact had no authority to bind Fairway. James made a
contract in Fairway’s name with Frank Williams to purchase 100 desk lamps
at $4.75 each. James did this with the expectation of receiving a commission
from Fairway because he believed the 100 lamps were a bargain at $475.
16. James would be personally liable on the contract if Fairway refuses to
purchase the lamps.
17. Williams would not be liable to anyone if he repudiated the contract
prior to any action by Fairway.
18. If Fairway learned of the transaction and affirmed the contract prior to
any action by Williams, Fairway may enforce the contract against
Williams.
19. If the contract were consummated and Fairway made a large profit on
the lamps, Fairway must pay James a commission.
20. Since James committed a fraud at the initial stage of the contract, it
was void at the inception.
Majestic Merchandise Mart employed Paul to deliver merchandise purchased
by its customers and provided Paul with a light truck to make deliveries. Paul
was told not to drive over 35 miles per hour, which was 5 miles less than the
speed limit. Paul, while making his deliveries, drove at 40 miles per hour and
hit and injured Elaine. Paul was also injured.
21. Paul would be entitled to worker’s compensation even if he were shown
to have been negligent.
22. If Paul were negligent, Majestic may be held liable for Paul’s action
only if Majestic were negligent in its hiring of Paul.
23. Majestic could not be held liable even if Paul were negligent since he
disobeyed company instructions.
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24.

F.

If Elaine sued and recovered from Paul, she could not recover from
Majestic also.
25. If Paul were held liable to Elaine, he could obtain indemnification from
Majestic since he was acting as an agent for and on behalf of his principal
when the accident occurred.
Michael Evans was employed as the purchasing agent for Restaurant Corpora
tion. He purchased goods on credit for the Corporation in his own name from
the Martin Food Supply Company. Martin Food Supply did not know that
Evans was acting as an agent when he purchased the goods. The goods were
used by the Corporation. When Martin Food Supply attempted to collect the
cost of the goods from Evans, Evans informed Martin that he (Evans) was
an employee and had purchased the goods for Restaurant Corporation’s
account. Later, Owens, who was the sole stockholder of Restaurant Corpora
tion, sold all of his shares of stock to Diamond.
26. Prior to the sale of the Restaurant Corporation shares to Diamond, the
Corporation was responsible to Martin Food Supply for the goods
Evans bought as purchasing agent.
27. As sole stockholder of the Corporation, Owens would be personally
responsible to satisfy the claim of Martin Food Supply if Restaurant
Corporation were liable and did not have sufficient assets to meet the
obligation.
28. Evans’ liability for the cost of the goods purchased did not end after
the fact that he was an agent became known.
29. Owens was not an undisclosed principal of either Restaurant Corporation
or Evans and therefore had no liability to Martin.
30. After the purchase of the Restaurant Corporation shares by Diamond,
a defense which would preclude liability on the part of the Corporation
would be that Diamond was unaware of the debt owed to Martin Food
Supply when he purchased the shares of stock.

Number 2 (Estimated time— 20 to 25 m inutes)
Instructions
Refer to the general instructions preceding Question 1 and then write on a
separate answer sheet whether the following numbered sentences are true or false
according to the Uniform Commercial Code and general principles of
contract law.
Questions to be Answered
A. Lucky Fastener Corporation sent a letter to Foster Box Company which was
signed by Donald Voltz, Lucky’s sales manager. The letter read as follows:
“We hereby offer you 100 type # 1 4 Lucky Fasteners at $4 per
fastener. This offer will be irrevocable for 10 days.”
31. The offer is a firm offer and irrevocable without consideration for the
period stated.
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32.

B.

C.

D.

If the offer stated it was irrevocable but did not contain a stated period
of irrevocability, it would be revocable from inception.
33. If the offer were for the sale of land it would be revocable.
34. If the offer had been made by phone it would be revocable.
35. Acceptance must be made within the time stated and by mail.
Wilkins, a purchasing agent for Rose Sales Corporation, telegraphed Major
Manufacturing Corporation on May 1: “What price will you sell 1,000 stand
ard bathroom scales, delivery by May 15?”
On May 2, Major telegraphed back: “We will sell 1,000 standard bath
room scales at $2 each for delivery at our shipping platform on the 15th of
May.”
On May 3 at 10:30 a.m. Wilkins telegraphed: “We accept; ship C.O.D. via
Red Trucking Company.”
36. Wilkins’ communication of May 1 was an offer to buy 1,000 standard
bathroom scales.
37. Major Manufacturing’s communication of May 2 was too indefinite and
uncertain to constitute either an offer or counter-offer.
38. Wilkins’ purported acceptance on May 3 was a variance of the terms
offered but was a valid acceptance.
39. Assuming that an acceptance did take place, it was at the time that
Major Manufacturing received Wilkins’ communication of May 3.
40. Major Manufacturing need not accept the term calling for a C.O.D.
shipment by Red Trucking if Major notified Wilkins of its objection
within a reasonable time.
Strong made a contract with Johnston Drug Corporation for the sale of
Strong’s Drug Store. The terms of the sale called for a payment of $8,000
to Strong, a promise by Johnston Drug to pay all outstanding firm debts listed
by Strong in the contract of sale and a $1,000 gift to Strong’s faithful employee,
Cramford.
41. Strong made a delegation of his duty to pay his former creditors.
42. Cramford is an incidental beneficiary and cannot recover on the contract.
43. Strong’s creditors may sue Johnston Drug even though they have not
given any consideration for Johnston’s promise to pay them.
44. Strong’s creditors are donee beneficiaries.
45. If the transaction were a novation, it would release Strong from his
debts to the creditors.
Abrams sent Dawson a letter offering to sell twelve acres of land suitable for
a construction site. Abrams stated that acceptance must be made within two
weeks of receipt of the offer. Six days after receipt of the offer, Dawson posted
a letter of acceptance. Shortly thereafter, and prior to Abrams’ receipt of the
letter of acceptance, Abrams telegraphed Dawson and advised that he was
withdrawing the offer. The telegram arrived prior to the letter.
46. Abrams made a firm offer to Dawson and could not withdraw it for
two weeks.
47. The Statute of Frauds applies to the above transaction regardless of the
purchase price.
48. The telegram withdrawing the offer could not be effective until it was
received.
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49. The mail was the authorized means of acceptance.
50. Dawson can hold Abrams to the contract.
Evans gave Bishop the following letter of introduction to Frost, a wholesaler:
“This will introduce you to my good friend and former customer,
Bishop, who desires to purchase about $5,000 worth of goods from you
on open credit. If you will let him have the goods, I will make good any
loss up to $5,000 if he is unable to pay.
(signed) Evans”

F.

Bishop presented the letter to Frost on May 1 and Frost sold and delivered
$4,500 worth of goods to Bishop.
51. Evans is a surety or guarantor.
52. It is essential that Frost have Evans’ promise in a signed writing if
Frost is to prevail.
53. The extension of credit by Frost constituted an acceptance of Evans’
offer to enter into a unilateral contract
54. Frost was obligated to communicate his acceptance of Evans’ offer
prior to the extension of credit.
55. Since Evans received no consideration for his promise, Frost will be
unable to enforce it.
Barton, upon retiring from business, offered to sell his office equipment for
$1,000. He told Francis, a prospective buyer, “The equipment is almost as
good as new and a good buy at the asking price. I originally paid $3,000
for it.” None of the statements were true and Barton knew he had originally
paid only $1,200 for the equipment. The equipment was worth $750. Francis
purchased Barton’s office equipment relying on the above misrepresentations.
56. The statement that the equipment was “almost as good as new” was a
material misrepresentation of fact.
57. Francis could sue Barton for damages based upon the tort of fraud
(deceit I in that Barton knew he was lying.
58. Even if Barton honestly believed all the above statements, Francis could
still rescind the contract.
59. In order to rescind, Francis would have to show he relied on Barton’s
statements.
60. Since the statements were oral, the Statute of Frauds will apply.

Number 3 (Estimated time— 20 to 25 m inutes)
Instructions
Refer to the general instructions preceding Question 1 and then write on a
separate answer sheet whether the following numbered sentences are true or false
according to the Uniform Commercial Code and general principles of surety
ship law.
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Questions to be Answered

A.

B.

C.

Charles purchased a power saw for use in his home from Herman’s Hardware
Store for $500, payable $100 “down” and the balance in specified monthly
installments. This purchase was covered by a conditional sales contract
(security agreement) which gave Herman a valid security interest in the saw
to secure payment of the full purchase price. The contract further prohibited
Charles from disposing of the saw so long as any part of the purchase price
remained unpaid. No financing statement was filed for this transaction. Peter
subsequently offered to purchase the saw from Charles.
61. Herman has a perfected security interest in the saw.
62. If Charles defaults after having paid $150 of the price, Herman must
resell the saw within a stated period of time after repossessing it unless,
after default, Charles waives his right to require such resale in writing.
63. If Charles had purchased the saw for use in his cabinet making business,
Herman would be required to file a financing statement to perfect his
security interest.
64. Unless Herman waives the prohibition contained in the contract, Charles
may not transfer a valid title to the saw to Peter.
65. If Charles sells the saw to Peter after Herman files a financing state
ment and Peter pays value without knowledge of Herman’s security
interest therein, Peter will take the saw free of the security interest.
Baker Loan Company made secured loans to Smith, Jones and Roe. Smith
gave Baker a security interest in his household furniture. Jones delivered to
Baker his rare coin collection as a pledge. Roe’s loan is evidenced by his
promissory note, is repayable over three years in monthly payments, and is
secured by a security interest in the inventory of Roe’s Clothing Store, a sole
proprietorship owned by Roe. Proper security agreements were made and
financing statements were duly executed and filed with respect to all of these
transactions on the dates of the transactions.
66. The filing of a financing statement was required to perfect the security
interest in Smith’s household furniture.
67. Baker’s security interest in Jones’ coin collection was perfected before
a financing statement was filed.
68. On filing a financing statement covering Roe’s inventory, Baker’s
security interest therein was perfected, but only for a maximum period
of two years.
69. The financing statement for Roe’s inventory must include a detailed
itemization and valuation of the inventory if the financing statement
is to be valid.
70. Baker’s security interest in Roe’s inventory is superior to the rights
of any customer of Roe’s who purchases items therefrom in the ordinary
course of business with actual knowledge of the security interest.
Ace Motor Sales, a corporation engaged in selling motor vehicles at retail,
borrowed money from Star Finance Company and gave Star a properly
executed security agreement in its present and future inventory and in the
proceeds thereof to secure the loan. Star’s security interest was duly perfected
under the laws of the state where Ace does business and maintains its entire
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inventory. However, through error, the financing statement filed by Star did not
include the proceeds received from the sale of Ace’s inventory. Thereafter,
Ace sold a new pick-up truck from its inventory to Albert and received
Albert’s certified check for the full price in payment therefor. Albert then
resold the truck to Roger, a resident of the state, for use by Roger in a laundry
business carried on by him in the state. Roger duly gave Albert a valid security
interest in the truck to secure payment of the balance of the purchase price
and the security interest was duly perfected under the laws of the state. Six
months after purchasing the truck from Albert, Roger moved himself and
his business and property to an adjoining state.
71. Star must file an amendment to the financing statement every time Ace
receives a substantial number of additional vehicles from the manufac
turer if Star is to maintain a valid security interest.
72. Star had a perfected security interest in Albert’s certified check for 10
days after Ace’s receipt of the check.
73. The security agreement between Ace and Star could include a provision
which would give Star a valid security interest in Ace’s inventory without
further filing if Star advanced additional money.
74. Albert’s security interest in the truck he sold to Roger would be perfected
in the adjoining state by virtue of being perfected in Albert’s home state,
but only for a limited period of time.
75. If Albert’s security interest had not been perfected under the laws of
his home state prior to removal of the truck to an adjoining state, the
security interest may not thereafter be perfected in the adjoining state.
D. Humbolt Hardware Company (a partnership which manufactures hardware),
Charles, and Williams have each duly become co-sureties of a $12,000 loan
made to Francis by Richards.
76. If Humbolt were a corporation formed for the same purposes as the
partnership, the making of the above described agreement would,
ordinarily, be ultra vires.
77. If none of the co-sureties had known of the others at the time they made
their respective suretyship agreements, the relationship of co-suretyship
would not exist among them.
78. If Richards should fully release Francis without reserving his rights
against Humbolt, Charles, and Williams, they would also be fully released.
79. If Francis should default on repayment of the loan, Richards may recover
only $4,000 from Humbolt.
80. If, on Francis’ default, Williams should pay Richards the full $12,000,
Williams would be entitled to recover $4,000 each from Charles and
Humbolt.
E. Davidson purchased Backacre (improved real property) with funds obtained
by a first mortgage loan made to him by Zeno Bank. Davidson thereafter sold
Backacre to Harvey subject to Zeno’s first mortgage which Harvey duly
assumed. To finance the purchase from Davidson, Harvey obtained a loan
from Yellowstone Bank and gave Yellowstone a second mortgage on Backacre to secure the mortgage. Irving guaranteed repayment of Harvey’s loan
from Yellowstone.
81. Davidson is a surety on the first mortgage debt assumed by Harvey.
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82.

F.

Davidson and Irving are co-sureties for Harvey’s obligations for the
purchase of Backacre.
83. If Harvey should default on the second mortgage, Yellowstone Bank
may not collect the debt from Irving if Harvey has filed a voluntary
bankruptcy petition in Federal Court.
84. If Harvey should default on both mortgages, the banks must first fore
close the mortgages on Backacre before proceeding against Davidson
or Irving.
85. If Harvey had previously defaulted on several other loans made to him
by Yellowstone and Yellowstone willfully failed to advise Irving of this
at the time it obtained his guaranty, Irving may assert such failure as
a defense in an action against him on the guaranty by Yellowstone.
Franklin Corporation borrowed money from the Lifetime Insurance Company
and gave Lifetime a nonnegotiable promissory note for the amount of the
loan. Lifetime insisted that Walter Williams, the president of Franklin, sign
the note as co-maker. In addition, Lifetime insisted that Franklin pledge 1,000
shares of stock that Franklin owned in a subsidiary corporation.
86. Williams is liable as a surety on the loan by Lifetime to Franklin.
87. If Lifetime should assign the notes and collateral to a third party,
Williams would be released.
88. If Franklin should default and Williams should pay the loan, Williams
would be entitled to Lifetime’s rights in the pledged stock.
89. Lifetime must file a financing statement to perfect its security interest
since collateral was received.
90. If Franklin should default and Lifetime should thereafter sell the pledged
stock for an amount in excess of the debt, Lifetime may retain the profit.

Number 4 (Estimated time— 25 to 30 m inutes)
Part a. Andrews, a director of Omega Corporation, learned of a very valuable
mineral discovery on certain land which could be acquired at a bargain price. With
out revealing this information to Omega, Andrews, acting through his brother-inlaw, acquired the mineral rights for the property and resold them to Omega at a
large profit.
Required:
1. Did Andrews incur any liability to Omega as a result of these trans
actions? Explain.
2. If Andrews had owned the oil rights before he became a director of Omega,
explain how he might properly have sold such rights to Omega at a profit thereafter.
Part b. (Continuing the facts in “Part a” above.) At the meeting of Omega’s
board of directors which approved purchase of these mineral rights, the board also
decided to raise $1,500,000 in capital to exploit such rights by selling some of
Omega’s common stock (then held as treasury stock) to Smith for $500,000 and
by a public sale in interstate commerce of newly authorized common stock. Smith
attended the board meeting, was a sophisticated businessman who was thoroughly
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familiar with Omega’s operations, and represented that he would acquire such stock
on his own account for investment.
Immediately following the board meeting and before any public announce
ment of Omega’s acquisition of the mineral rights was made, Baxter, one of Omega’s
directors, purchased a large block of Omega stock through his broker.
After a press release describing the acquisition of the mineral rights by
Omega, Jones, another Omega director, purchased Omega stock through a broker
and resold the stock five months thereafter at a large profit.
At all pertinent times, Omega was a large, publicly owned corporation whose
stock was listed on a national securities exchange.
Required:
1. Discuss the application of the Federal Securities Act to the sales of
Omega’s common stock to Smith and to the public.
2. If Smith purchased the Omega stock intending to resell it immediately to
the public in interstate commerce and Omega knew of this intention, is Omega
obligated to register the stock with the Securities and Exchange Commission?
Explain.
3. Define the term “pre-emptive rights” and, assuming there were no restric
tions on such rights in Omega’s corporate charter or bylaws, state whether the
existing common stockholders of Omega had such rights in the stock Omega sold
to Smith and in the stock Omega sold to the public. Explain.
4. Would Baxter be liable to members of the public whose stock he pur
chased under the circumstances described above? Explain.
5. Could Omega recover from Jones the profit he made on the resale of the
Omega stock he purchased? Explain.
6. Assuming Omega has causes of action against Andrews and Jones and
that the other officers and directors fail to cause the corporation to prosecute such
action, how may these liabilities be enforced?

Number 5 (Estimated time— 20 to 25 m inutes)
Part a. An employee of Carter Corporation negligently dropped a match into
some waste material which was awaiting removal by the refuse collector from
Carter’s plant. The resulting fire spread to the plant and totally destroyed it. The
plant and its contents were worth $180,000 at the time of the fire.
Carter’s plant building and contents were insured for $200,000 against fire loss
by Phoen Fire & Casualty Co. In a separate fire policy Phoen insured Carter’s
plant for $150,000 to Alpha Bank which had held a $150,000 first mortgage on
Carter’s plant. The unpaid principal on the mortgage was $100,000. The mortgage
contained an acceleration clause which provided that substantial damage to the
property by fire or other casualty would cause the entire unpaid principal to
become due and payable.
Carter has filed a fire loss claim with Phoen under its fire insurance policy
and Alpha Bank has filed a claim with Phoen under its policy. Phoen has declined
to pay Carter on its fire loss claim asserting that Carter’s negligence voided the
policy.
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Required:
1. Discuss the merits of Phoen’s contentions as to its obligations under the
policy with Carter.
2. Assuming it has no defenses against the fire loss claims by Carter and
Alpha, how much will Phoen ultimately have to pay on its policies to Carter and
Alpha Bank? Explain.
3. Would Phoen be liable on the policy to Alpha Bank if the mortgage on
Carter’s plant had been fully paid prior to the fire but Alpha Bank had nevertheless
continued its policy with Phoen in effect?
Part b. Martin and Williams, two business partners, agreed that each would
insure his life for the benefit of the other. On his application for insurance, Martin
stated that he had never had any heart trouble when, in fact, he had had a mild
heart attack some years before. Martin’s policy contained a two year incontestability
clause. Three years later, after the partnership had been dissolved but while the
policy was still in force, Martin’s car was struck by a car being negligently driven by
Peters. Although Martin’s injuries were superficial, he suffered a fatal heart attack
immediately after the accident which, it was established, was caused by the excite
ment. The insurer has refused to pay the policy proceeds to Williams, asserting that
Williams at the time Martin died had no insurable interest in Martin’s life and that,
in any case, Martin’s misrepresentation on his application about his heart condition
voided the policy.
Required:
1. Was the insurer’s defense based on Martin’s misrepresentation tenable?
Explain.
2. Was it necessary that Williams have an insurable interest in Martin’s life
to enforce the policy? Explain.
3. If the policy on Martin’s life had been taken out by Williams rather than
by Martin, could the insurer defend against the claim on the ground that, at the
time of Martin’s death, Williams had no insurable interest in Martin’s life?
4. If the policy had been taken out by Williams and assuming he had no
insurable interest in Martin’s life at any time, would the incontestability clause
foreclose assertation of such a defense by the insurer? Explain.
5. Assuming the insurer has no valid defenses on the policy and pays
Williams’ claim, may the insurer in turn recover from Peters? Explain.

Number 6 (Estimated time— 20 to 25 m inutes)
Part a. Several large creditors of the now defunct Valvo Plumbing Corporation
have written letters to Sanitary Plumbing Corporation demanding the purchase price
or the return of large quantities of plumbing supplies the creditors sold to Valvo
on account. Sanitary Plumbing had purchased all of Valvo’s assets, which consisted
almost exclusively of its stock in trade (plumbing supplies), office equipment and
fixtures. The purchase was privately negotiated and notice was not given by Sani
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tary to Valvo’s creditors. The owners of Valvo have disappeared without paying
their trade creditors.
Required:
What liability, if any, does Sanitary Plumbing have as a result of the above
facts? Explain.
Part b. Franks contracted to sell to Acme Construction Corporation 1,000 cases
of first-quality blue roofing shingles which were to be exactly
of an inch thick.
The contract required that delivery be made by November 1, 1969. Franks made
delivery on October 15, 1969 and was notified on October 20, 1969 that 100
cases contained shingles which were less than ¼ of an inch thick and 50 additional
cases contained shingles which were off-color. These cases had inadvertently been
included in the shipment as the result of a new employee’s selecting some cases from
an area which contained seconds.
Franks immediately notified Acme that he would ship 150 replacement cases.
The cases were delivered on October 30, 1969, but Acme refused to accept them.
Acme insisted that the contract had been breached and that Acme was no longer
obligated to perform. Acme also indicated all cases would be returned to Franks.
Required:
Assuming Acme returns all the cases of shingles, would it have any liability as
a result of its action? Explain.
Part c. Typewriter Supply Company contracted to sell to Harper Corporation 75
Wonder model typewriters. The terms were $600 per typewriter, delivery and pay
ment to be made one month from the date of the execution of the contract. Two
weeks after the contract was executed Typewriter Supply notified Harper Corpora
tion that the obligation would not be fulfilled because prior commitments had
entirely depleted the supply of Wonder typewriters. Harper immediately purchased
75 Wonder typewriters elsewhere at the prevailing market price of $625 per
typewriter.
Prior to the expiration of the one month delivery date contained in the original
contract between Typewriter Supply and Harper, Star Typewriter Manufacturing
introduced a revolutionary new model. This depressed the market price for Wonder
typewriters to $550, which was the prevailing market price at the scheduled delivery
date to Harper.
Required:
1. What was the legal effect of Typewriter Supply’s notification that delivery
of the Wonder typewriters would not be made? Explain.
2. What rights and remedies were available to Harper as a result of receipt
of the notification that Typewriter Supply would not perform? Explain.
3. What, if any, is the amount of damages to which Harper is entitled?
Explain.
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Number 7 (Estimated time—25 to 30 m inutes)
Part a. On January 29 Edwards, a wholesale grocer, made a large deposit in cash
to his account at Cattlemen’s Bank. In error, Edwards’ deposit was posted to the
account of Edmunds, another depositor. On the following day, Nevins, a local
produce jobber, deposited a check to his account at Watermill Bank drawn on
Cattlemen’s Bank to Nevins’ order by Edwards. When the check was presented for
payment, Cattlemen’s Bank refused to honor it and stamped it “Insufficient Funds.”
The check was promptly returned to Nevins by Watermill Bank. If Edwards’
deposit on January 29 had been properly posted, his bank account balance would
have been substantially greater than the amount of his check to Nevins.
Required:
1. Have the above described events exposed the Cattlemen’s Bank to any
liability to Edwards? Explain.
2. Assume that Edwards’ check had been given to Nevins in payment for
a carload of produce which Edwards had arranged to resell at a large profit, that
the Bank was aware of this, that on dishonor of the check Nevins stopped the goods
in transit, and that Edwards as a result lost his profit on the resale of the goods.
May Edwards recover such lost profits from the Bank? Explain.
3. Does the Cattlemen’s Bank have any liability to Nevins? Explain.
Part b. On Thursday, May 15, Fox, the payee on a check drawn by Owens on
Riverside Bank, endorsed the check to the order of Granger who, on the same date,
endorsed the check to the order of Hines, a mutual friend of Granger and Owens.
On Friday, May 16, Hines presented the check for payment at the Bank and pay
ment was refused because of insufficient funds in Owens’ account. Not wishing to
embarrass Owens, Hines telephoned and advised Owens of the Bank’s refusal to
pay and the reason therefor. Owens promised to make a deposit to his bank account
on the following Monday and told Hines to again present the check at the Bank
on that day and it would be paid. Hines agreed but unexpectedly had to go out of
town on business and could not again present the check for payment until the
following Thursday, May 22. When Hines again presented the check at the Bank,
payment was again refused for the same reason. Hines thereupon promptly and
properly notified Granger, Fox and Owens of the dishonor of the check. It was
later determined that Owens was insolvent, Granger and Hines were holders in due
course, all endorsements were unqualified, and there were no defenses on the check.
Required:
1. Does Hines have a cause of action against Granger and Fox? Explain.
2. Assuming Hines may recover from Granger and Fox and recovers from
Fox only, may Fox recover from Granger? Explain.
3. Assume Hines promptly notified Granger and Fox of dishonor of the
check the first time (Friday, May 16) Hines presented the check to the Bank and
that Fox’s endorsement to Granger was “without recourse.” What rights, if any,
would Hines have against Granger and Fox? Explain.
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4. Assume Fox had forged Owens’ signature to the check, that the check
was paid when Hines presented it at the Bank, that Owens promptly notified the
Bank of the forgery when his cancelled checks were returned to him by the Bank,
and that the Bank thereupon recredited Owens’ account with the amount of the
check. Could the Bank recover the amount from Hines or Granger? Explain.

Number 8 (Estimated time— 20 to 25 m inutes)
Part a. Mio & Mio, Certified Public Accountants, were engaged for several years
by Famous Carpet Company, manufacturers of woolen carpet, to conduct an
annual audit. Excellent Carpet Company, a competitor of Famous, now seeks to
engage the Mio firm to install a more advanced accounting system and to conduct
an annual audit. The officers of Excellent approached Mio & Mio because of its
outstanding reputation in the community and its acknowledged expertise in the
carpet industry.
Required:
May Mio & Mio accept the Excellent Carpet Company as a client? Explain.
Part b. (Continuing the facts in “Part a” above.) Subsequently, one of the
officers of Excellent offered to pay Mio & Mio a substantial bonus if they would
disclose confidential financial information about Famous’ operations to permit the
officer to make a comparative study of the operating performance of the two carpet
companies.
Required:
May Mio & Mio accept this offer? Explain.
Part c. As an accommodation to its clients, the CPA firm of Ross, Smith and
Lewis sometimes served as the agent to receive the balance of the sales price due a
client at a real estate closing. The CPA firm’s practice was to deposit the sums
received in the firm’s checking account and issue its own check to the client when
notified to do so.
On September 14, 1969 the CPA firm received a $10,000 payment on behalf
of its client, Rosewell, and deposited the money to its own account in the Security
State Bank. On September 20, 1969, after an examination by the state banking
examiners, the Security State Bank closed and indicated to its depositors that the
bank had failed.
Required:
Who must bear the loss resulting from the Security State Bank’s failure?
Explain.
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Part d. The CPA firm of Bigelow, Barton and Brown was expanding very
rapidly. Consequently it hired several junior accountants, including a man named
Small. Subsequently, the partners of the firm became dissatisfied with Small’s
production and warned him that they would be forced to discharge him unless
his output increased significantly.
At that time Small was engaged in audits of several clients. He decided that,
to avoid being fired, he would reduce or omit entirely some of the standard auditing
procedures listed in audit programs prepared by the partners. One of the CPA
firm’s clients, Newell Corporation, was in serious financial difficulty and had
adjusted several of its accounts being examined by Small to appear financially sound.
Small prepared fictitious working papers in his home at night to support purported
completion of auditing procedures assigned to him although he in fact did not
examine the adjusting entries. The CPA firm rendered an unqualified opinion on
Newell’s financial statements which were grossly misstated. Several creditors sub
sequently extended large sums of money to Newell Corporation relying upon the
audited financial statements.
Required:
Would the CPA firm be liable to the creditors who extended the money in
reliance on the erroneous financial statements if Newell Corporation should fail to
pay them? Explain.

EXAMINATION IN THEORY OF ACCOUNTS
November 7, 1969; 1:30 p.m. to 5 :00 p.m.
All questions are required.
Number 1 (Estimated time—25 to 3 0 m inutes)
Instructions
Select the best answer choice for each of the following items. Write your
answer choice on a separate answer sheet. Select only one answer for each item.
An example of the manner in which the questions should be answered is
shown in the following illustration:
Question
XX.

The current asset section of the balance sheet should include:
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
XX. b.
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Questions to be Answered

1. The allowance for cash discounts, which would appear as a deduction
from accounts receivable on a balance sheet and would be based on an estimate of
cash discounts to be taken on accounts receivable, is an effect of the application
of the
a. Consistency principle.
b. Matching principle.
c. Materiality principle.
d. Revenue principle.
2. Charging off a wastebasket with an estimated useful life of 20 years as an
expense of the period when purchased is an example of the application of the
a. Consistency principle.
b. Matching principle.
c. Materiality principle.
d. Cost principle.
3. To produce an inventory valuation which approximates the lower of cost
or market using the conventional retail inventory method, the computation of the
ratio of cost to retail should
a. Include markups but not markdowns.
b. Include markups and markdowns.
c. Ignore both markups and markdowns.
d. Include markdowns but not markups.
4. In preparing consolidated financial statements the intercompany profits on
inventory acquired by a parent from its subsidiary should
a. Not be eliminated.
b. Be eliminated in full.
c. Be eliminated to the extent of the parent’s controlling interest in the
subsidiary.
d. Be eliminated to the extent of the minority interest of the subsidiary.
5. Arkin, Inc. owns 90 per cent of the outstanding stock of Baldwin Com
pany. Curtis, Inc. owns 10 per cent of the outstanding stock of Baldwin Company.
On the consolidated financial statements of Arkin, Inc., Curtis, Inc. should be
considered as
a. A holding company.
b. A subsidiary not to be consolidated.
c. An affiliate.
d. A minority interest.
6. Parent Company acquired 80 per cent of the outstanding stock of Sub
sidiary Company, which is a foreign company. In preparing consolidated statements
the paid-in capital of Subsidiary Company should be converted at the
a. Exchange rate effective when Subsidiary Company was organized.
b. Current exchange rate.
c. Average exchange rate for the period Subsidiary Company stock has
been held by Parent Company.
d. Exchange rate effective on the date of purchase of the stock of
Subsidiary Company by Parent Company.

T heory
7.

of
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The purpose of a quasi-reorganization is to
a. Give a “fresh start” to a company that might not otherwise be able
to pay dividends in the foreseeable future.
b. Transfer a portion of the assets of an existing corporation to a new
corporation in exchange for the stock of the new corporation.
c. Distribute the stock of a new corporation to stockholders of the old
corporation in exchange for part of their stock in the old corporation.
d. Transfer all of the assets of the old corporation to two new corpora
tions in exchange for stock in the new corporations.

8. When a closely held corporation issues preferred stock for land, the land
should be recorded at the
a. Total par value of the stock issued.
b. Total book value of the stock issued.
c. Appraised value of the land.
d. Total liquidating value of the stock issued.
9. Compensation measured under a compensatory stock option plan should
be reflected as
a. A charge against paid-in capital.
b. A charge against retained earnings.
c. A current liability.
d. An income statement charge.
10.

Payment of a dividend in stock
a. Increases the current ratio.
b. Decreases the amount of working capital.
c. Increases total stockholders’ equity.
d. Decreases book value per share of stock outstanding.

11. A dividend which is a return to stockholders of a portion of their original
investments is
a. A liquidating dividend.
b. Patronage dividend.
c. Liability dividend.
d. Participating dividend.
12. Costs that do not appear in conventional accounting records and do not
require dollar outlays but do involve a forgone opportunity by the entity whose
costs are being measured are
a. Sunk costs.
b. Differential costs.
c. Imputed costs.
d. Prime costs.
13. Differences in product costs resulting from the application of actual over
head rates rather than predetermined overhead rates could be immaterial if
a. Production is not stable.
b. Fixed factory overhead is a significant cost.
c. Several products are produced simultaneously.
d. Overhead is composed only of variable costs.
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14. Periodic internal performance reports based upon a responsibility account
ing system should not
a. Distinguish between controllable and uncontrollable costs.
b. Be related to the organization chart.
c. Include allocated fixed overhead in determining performance
evaluation.
d. Include variances between actual and budgeted controllable costs.
15. When a firm’s profit model is represented by an algebraic function, one
method of determining the number of units which should be produced and sold to
maximize profit is by
a. Integrating the function.
b. Differentiating the function.
c. Computing the inverse of the function.
d. Vector analysis.
16. If A is the total capital of a partnership before the admission of a new
partner, B is the total capital of the partnership after the investment of a new
partner, C is the amount of the new partner’s investment, and D is the amount
of capital credit to the new partner, then there is
a. A bonus to the new partner if B = A + C and D < C.
b. Goodwill to the old partners if B > (A + C) and D = C.
c. Neither bonus nor goodwill if B = A — C and D > C.
d. Goodwill to the new partner if B > (A + C) and D < C.
17. Proponents of historical costs maintain that in comparison with all other
valuation alternatives for general purpose financial reporting, statements prepared
using historical costs are more
a. Objective.
b. Relevant.
c. Indicative of the entity’s purchasing power.
d. Conservative.
18. The accounting concept of matching is best demonstrated by
a. Not recognizing any expense unless some revenue is realized.
b. Associating effort (cost) with accomplishment (revenue).
c. Recognizing prepaid rent received as revenue.
d. Establishing a Reserve for Possible Future Market Decline in
Inventory account.
19. In the transactions approach to income determination, income is measured
by subtracting the expenses resulting from specific transactions during the period
from revenues of the period also resulting from transactions. Under a strict trans
actions approach to income measurement, which of the following would not be
considered a transaction?
a. Sale of goods on account at 20 per cent markup.
b. Exchange of inventory at a regular selling price for equipment.
c. Adjustment of inventory in lower of cost or market inventory valua
tions when market is below cost.
d. Payment of salaries.
20. One concept of income measurement suggests that income be measured
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by determining the net change over time in the present discounted value of net
cash flow expected to be received by the firm. Under this concept of income, which
of the following, ignoring income taxes, would not affect the amount of income
for a particular period?
a. Providing services to outsiders and investment of the funds received.
b. Production of goods or services not yet sold or delivered to customers
or clients.
c. Windfall gains and losses due to external causes.
d. The method used to depreciate property, plant and equipment.

Number 2 (Estimated time— 25 to 30 m inutes)
Jay Manufacturing, Inc. began operations five years ago producing probos, a
new type of instrument it hoped to sell to doctors, dentists, and hospitals. The
demand for probos far exceeded initial expectations, and the Company was unable
to produce enough probos to meet demand.
The Company was manufacturing its product on equipment which it built
at the start of its operations. To meet demand more efficient equipment was
needed. The Company decided to design and build the equipment since that
currently available on the market was unsuitable for producing probos.
In 1968 a section of the plant was devoted to development of the new equip
ment and a special staff of personnel was hired. Within six months a machine was
developed at a cost of $170,000 which successfully increased production and
reduced labor costs substantially. Sparked by the success of the new machine,
the Company built three more machines of the same type at a cost of $80,000 each.
Required:
a. In addition to satisfying a need that outsiders cannot meet within the
desired time, why might a firm construct fixed assets for its own use?
b.
asset?

In general, what costs should be capitalized for a self-constructed fixed

c.
assets:

Discuss the propriety of including in the capitalized cost of self-constructed
1.
2.

The increase in overhead caused by the self-construction of fixed
assets.
A proportionate share of overhead on the same basis as that applied
to goods manufactured for sale.

d. Discuss the proper accounting treatment of the $90,000 ($170,000 —
$80,000) by which the cost of the first machine exceeded the cost of the subsequent
machines.
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Number 3 (Estimated time——25 to 30 m inutes)
Zakin Co. recently issued $1,000,000 face value, 5 per cent, 30-year sub
ordinated debentures at 97. The debentures are redeemable at 103 upon demand by
the issuer at any date upon 30 days notice ten years after the issue. The debentures
are convertible into $10 par value common stock of the Company at the conversion
price of $12.50 per share for each $500 or multiple thereof of the principal amount
of the debentures.
Required:
a.

Explain how the conversion feature of convertible debt has a value to the
1. Issuer.
2. Purchaser.

b. Management of Zakin Co. has suggested that in recording the issuance of
the debentures a portion of the proceeds should be assigned to the conversion
feature.
1. What are the arguments for according separate accounting recogni
tion to the conversion feature of the debentures?
2. What are the arguments supporting accounting for the convertible
debentures as a single element?
c. Assume that no value is assigned to the conversion feature upon issue of
the debentures. Assume further that five years after issue, debentures with a face
value of $100,000 and book value of $97,500 are tendered for conversion on an
interest payment date when the market price of the debentures is 104 and the
common stock is selling at $14 per share and that the Company records the
conversion as follows:
Bonds payable ........................ $100,000
Bond d isc o u n t................................... $ 2,500
Common s to c k ...................................
80,000
Premium on common s to c k .............
17,500
Discuss the propriety of the above accounting treatment.

Number 4 (Estimated time— 25 to 30 m inutes)
Inventories constitute an important part of the financial position of many
business enterprises. For such a firm, proper policies for inventory analysis and
control are highly important in maintaining a sound financial condition.
Required:
a. Why do manufacturing firms maintain merchandise and materials inven
tories? (Your answer should state the reasons for physical stocks of goods rather
than the accounting and auditing significance of inventories.)
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b. Various types of inventory systems exist to control the ordering and
amount of inventory on hand. For example, the ABC plan classifies high-carryingcost and low-ordering-cost inventory as “A” items, low-carrying-cost and highordering-cost inventory as “C” items, and all other inventory as “B” items; the plan
is appropriate for an inventory composed of a large number of items with a wide
range of carrying and order costs. Explain the (1) order cycling and (2) min-max
system inventory control plans and describe the conditions under which each is
appropriate.
c.

What factors should be considered in computing:
1. Optimum investment in inventory. Identify both those costs which
do and those which normally do not explicitly appear on formal
accounting records.
2. Economic order quantity.
3. Minimum stock reorder point.

d. Describe the advantages and disadvantages to a manufacturer obtained
from stabilizing production of a durable seasonal product.

Number 5 (Estimated time— 25 to 30 m inutes)
Capital budgeting has received increased attention in recent years. The
quantitative techniques employed for capital budgeting decisions depend largely
upon accounting data.
Required:
a.

Distinguish between capital budgeting and budgeting for operations.

b. Three quantitative methods used in making capital budgeting decisions
are (1) payback period, (2) unadjusted accounting rate of return, and (3) dis
counted cash flow. Discuss the merits of each of these methods.
c. Two variations of the discounted cash-flow method are (1) time-adjusted
rate of return and (2) net present value (sometimes referred to as excess present
value). Explain and compare these two variations of the discounted cash-flow
method.
d. Cost of capital is an important concept in capital budgeting. Define the
term “cost of capital” and explain how it is used in capital budgeting.
e. The statistical term “expected value” is used to describe estimates of
future receipts of a capital budgeting project. Explain the meaning of the term and
indicate how the method to which it applies is used in estimating future receipts.
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Number 6 (Estimated time—25 to 30 minutes)
Growth Products, Inc., one of your audit clients, requested that you review the
proposed presentation of selected financial data to be included in its 1969 annual
report in graphical form. The Company has three divisions: a Natural Gas Division
formed in 1951, a Chemical Division formed in 1958, and a Textile Division formed
in 1966. Management compiled the following data from the Company’s financial
statements:
1967
1968
1969
Sales (in thousands):
Natural gas .............................. ........................ $1,000
800
Chemicals ................................ ........................
200
Textiles .............................................................
Total s a le s ........................ ....................... $2,000

$1,100
900
400
$2,400

$1,100
1,000
900
$3,000

Sources of Funds (in thousands):
Net income (after extraordinary items) . . . . $ 200
40
Add depreciation, depletion and amortization
240
Total .........................................................
60
Issuance of bonds p a y a b le ...............................
Total sources of f u n d s ............................ $ 300

$ 290
55
345
50
$ 395

$ 400
80
480
100
$ 580

$ 160
170
35
30

$ 330
180
60
10
$ 580

Applications of Funds (in thousands):
D ividends......................................................... $ 100
135
Acquisition of plant and equipm ent...............
45
Increase in working c a p ita l............................
20
O t h e r .................................................................
Total applications of fu n d s .................... $ 300

$ 395

Required:
a. Why is it desirable to present comparative financial statements and other
historical, statistical-type summaries of financial data, including graphs and charts,
for a number of periods in annual and other financial reports?
b. Evaluate each of the following graphs prepared by Growth Products, Inc.
for possible inclusion in its 1969 annual report. Recommend changes, if any, which
should be made in the graphs. Consider each graph separately. (Do not draw new
graphs.)
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TENTATIVE GRAPHS FOR 1969 ANNUAL REPORT
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Graph III

Payment of dividends
Acquisition of plant
and equipment
III. Increase in working
capital
IV. Other

I.
II.

I.
II.

Net income
Depreciation, depletion
and amortization
III. Issuance of bonds

Applications of Funds

Sources of Funds

Growth Products Inc. (cont’d)
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Number 7 (Estimated time— 25 to 30 minutes)
Last year Crowley Corporation adopted a standard cost system. Labor
standards were set on the basis of time studies and prevailing wage rates. Material
standards were determined from material specifications and prices then in effect.
In determining its standard for overhead, Crowley estimated that a total of
6,000,000 finished units would be produced during the next five years to satisfy
demand for its product. The five-year period was selected to average out seasonal
and cyclical fluctuations and allow for sales trends. By dividing the annual average
of 1,200,000 units into the total annual budgeted overhead, a standard cost was
developed for manufacturing overhead.
At June 30, 1969, the end of the current fiscal year, a partial trial balance
revealed the following:
Debits

Credits

Materials price v a rian ce........................
$25,000
Materials quantity v ariance.................... $ 9,000
Labor rate v a ria n c e ............................... 30,000
Labor efficiency v a ria n ce ......................
7,500
Controllable overhead v a ria n c e ...........
2,000
Noncontrollable (capacity)
overhead v arian ce............................... 75,000
Standards were set at the beginning of the year and have remained unchanged.
All inventories are priced at standard cost.

Required:
a. What conclusions can be drawn from each of the six variances shown
in Crowley’s trial balance?
b. The amount of nonvariable manufacturing overhead cost to be included
in product cost depends on whether or not the allocation is based on: (1) ideal
(or theoretical) capacity, (2) practical capacity, (3) normal capacity, or (4)
expected annual capacity. Describe each of these allocation bases and give a
theoretical principal argument for each.
c. Give the theoretical justification for each of the following methods of
accounting for the net amount of all standard cost variances for year-end financial
reporting:
1. Presenting the net variance as an income or expense on the income
statement.
2. Allocating the net variance among inventories and cost of goods sold.
3. Presenting the net variance as an adjustment to cost of goods sold.
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EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 6, 1970; 1:30 to 6 :0 0 p.m.
GROUP I
All problems are required.
Number 1 (Estimated time— 40 to 50 m inutes)
Instructions
The following questions pertain to federal income taxation. Consider the infor
mation given in the lettered statement of facts preceding each set of questions in
determining your answer for each question.
Write on a separate sheet your answer for each of the following questions. The
answers should be selected in accordance with the current Internal Revenue Code
and Tax Regulations. Select only one answer for each question.
An example of the manner in which the answer sheet should be marked is shown
in the following illustration:
Lettered Statement of Facts
Z. Dobbs Corporation’s 1969 financial statements reported $25,000 of depreci
ation expense. The Corporation computes depreciation by the straight-line method
on its financial statements and by the declining-balance method for income tax
reporting. Depreciation under the declining-balance method totaled $37,000.
Question
1. Dobbs Corporation should report 1969 depreciation of
a. $62,000.
b. $37,000.
c. $25,000.
d. $12,000.
e. None of the above.
Answer Sheet
1. b.
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Questions to be Answered
A. Mattson is the plant manager for Eichberg Corporation. His salary for
1969 was $18,000. The Corporation uses the calendar year and the accrual basis
for income tax reporting and Mattson reports on the cash basis. During 1969
Eichberg Corporation did not have funds available and Mattson was required to
wait until April 1, 1970 for his November and December 1969 salary checks.
Neither Mattson nor his family owns or has owned any shares of stock in the
Corporation.
1. The Eichberg Corporation may claim a 1969 deduction for Mattson’s
salary in the amount of
a. $18,000.
b. $15,000.
c. $3,000.
d. $0.
e. None of the above.
2. Mattson must include the amounts of his November and December 1969
salary checks, both received April 1, 1970, in his taxable income for
a. Calendar year 1969.
b. Calendar year 1970.
c. Fiscal year 1969.
d. Fiscal year 1970.
e. None of the above.
3. If Mattson’s wife and his brother each owned 26 percent of Eichberg
Corporation stocks as of December 31, 1969, the Corporation may claim a 1969
deduction for Mattson’s salary in the amount of
a. $18,000.
b. $15,000.
c. $3,000.
d. $0.
e. None of the above.
4. Assuming the same stock ownership as in “A. 3” above, Eichberg Corpo
ration may claim a 1970 deduction for Mattson’s 1969 salary paid on April 1,
1970 in the amount of
a. $18,000.
b. $15,000.
c. $3,000.
d. $0.
e. None of the above.
B. Compton sold real property that he owned with an adjusted basis of
$76,000 and encumbered by a mortgage for $28,000 to Nelson in 1968. The terms
of the sale required Nelson to pay $6,000 cash, assume the $28,000 mortgage, and
give to Compton eleven notes for $6,000 each (plus interest at 7 percent). The
first note was payable two years from date and each succeeding note became due
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at two-year intervals. Market value of the notes was equal to 80 percent of face
value. Compton elected the installment basis for reporting the transaction.
5. The “selling price” was
a. $104,000.
b. $86,800.
c. $72,000.
d. $58,800.
e. None of the above.
6. The contract price was
a. $100,000.
b. $72,000.
c. $66,000.
d. $58,800.
e. None of the above.
7. Payments in the year of sale were
a. $92,800.
b. $34,000.
c. $6,000.
d. $4,800.
e. None of the above.
8. If Nelson pays the 1970 note as promised, the recognized gain to Comp
ton in 1970 (exclusive of interest) would be
a. $4,363.
b. $2,000.
c. $1,440.
d. $0.
e. None of the above.
C. Betcode Partnership discontinued a segment of its business activity during
the current tax year and sold a milling machine with an adjusted basis to the
Partnership of $20,000 to Bettsehen (who has a ⅓ interest in capital and profits)
for $29,900. In addition, the firm sold a drill press with an adjusted basis to the
Partnership also of $20,000 to Cohn (who has a ⅓ interest in capital and profits)
for $16,700. The third partner, DeFoe, sold land to the Partnership for $40,000
when it had an adjusted basis to him of $10,000. The three unrelated partners
engaged in these transactions with their partnership other than in their capacity as
partners.
9. Upon completion of the sale to Bettsehen, the Partnership had a gain to be
shared by all three partners of
a. $39,900.
b. $6,600.
c. $3,300.
d. $0.
e. None of the above.
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10. Upon completion of the sale to Cohn, the Partnership had a loss to be
shared by all three partners of
a. $9,900.
b. $6,600.
c. $3,300.
d. $0.
e. None of the above.
11. Upon completion of the purchase from DeFoe, the Partnership had a basis
in the newly acquired land of
a. $40,000.
b. $30,000.
c. $10,000.
d. $0.
e. None of the above.
12. If the milling machine and drill press had been given to DeFoe in exchange
for the land, the basis of the land to the Partnership would have been
a. $46,600.
b. $40,000.
c. $36,700.
d. $20,000.
e. None of the above.
D. X-Cel Company, a calendar-year company, has operated as a Subchapter
S (“tax option” ) corporation for four years (1964-1967). At December 31, 1967,
it had accumulated earnings from years prior to 1964 of $112,000 and share
holders’ undistributed taxable income of $145,000. Taxable income of X-Cel
Company for 1968 including net long-term capital gains of $14,000 amounted to
$60,000. The Company distributed dividends to its stockholders X, Y, and Z on
February 20, 1969 as follows:
X: $10,000,
Y: $10,000,
Z: $5,000.
13. The basis of Stockholder X ’s stock as of January 1, 1968 was $110,000.
The basis of his stock as of February 20, 1969 would be:
a. $134,000.
b. $121,200.
c. $118,400.
d. $110,000.
e. None of the above.
14. Income that would be taxable to the X-Cel Company as a Subchapter S
corporation for 1968 would be:
a. $60,000.
b. $49,500.
c. $35,000.
d. $0.
e. None of the above.
E. Kole, Inc., doing business in the U.S., is a domestic corporation with only
one class of stock. All the stock was owned by Albert Kole, who sold his stock to
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John Redman on April 1, 1968 for $100,000, after properly electing 1120-S
status for the year 1968. Redman continued the election for 1968 and 1969. Dur
ing 1968 the Corporation earned $7,000 during each quarter of the year. In 1969
the firm had a loss of $12,000. No distributions were made to either Kole or Red
man by the Corporation.
15. Albert Kole must include in his 1968 taxable income
a. All of the $28,000 income for 1968.
b. 25 percent of the $28,000 income for 1968.
c. None of the $28,000 income for 1968.
d. Any amount Redman tells Kole to report.
e. None of the above.
16. Redman must include in his 1968 taxable income
a. All of the $28,000 income for 1968.
b. 75 percent of the $28,000 income for 1968.
c. None of the $28,000 income for 1968.
d. Any amount Kole tells Redman to report.
e. None of the above.
17. Redman must include in his 1969 taxable income
a. All of the $12,000 loss.
b. 75 percent of the $12,000 loss.
c. None of the $12,000 loss.
d. The difference between his 1968 income from Kole, Inc. and the
$12,000 loss.
e. None of the above.
18. If Redman had Kole, Inc. make a $12,000 cash distribution to him on
June 30, 1969, he must include in his 1969 taxable income
a. All of the $12,000 loss.
b. None of the $12,000 loss.
c. A $12,000 income amount and a $12,000 loss.
d. The difference between his 1968 income from Kole, Inc. and the
$12,000 loss.
e. None of the above.
F. On July 1, 1964, the Raaf Company bought new manufacturing equipment
with an estimated life of eight years for $540,000. Salvage value was estimated
at $20,000. First year “bonus” depreciation was taken and the double-declmingbalance method of computing depreciation was used. Raaf Company’s federal
income tax liability for 1964 before application of the investment tax credit
amounted to $40,000. On October 20, 1969, the equipment was sold for $125,000.
19. Depreciation on this equipment to be charged in 1964 would be:
a. $108,000.
b. $69,500.
c. $69,250.
d. $67,500.
e. None of the above.
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20. Assuming the adjusted tax basis of the equipment at October 20, 1969
amounts to $112,000, the effect of the sale of the equipment on the taxable
income to be reported by Raaf Company for 1969 would be:
a. Long-term capital gain equal to $13,000 plus the excess of decliningbalance depreciation over applicable straight-line depreciation.
b. Long-term capital gain of $13,000.
c. Ordinary income of$13,000.
d. Net gain of $6,500.
e. None of the above.
Number 2 (Estimated time— 40 to 50 m inutes)
Vernon Enterprises designs and manufactures toys. Past experience indicates
that the product life cycle of a toy is three years. Promotional advertising produces
large sales in the early years, but there is a substantial sales decline in the final year
of a toy’s life.
Consumer demand for new toys placed on the market tends to fall into three
classes. About 30 percent of the new toys sell well above expectations, 60 percent
sell as anticipated and 10 percent have poor consumer acceptance.
A new toy has been developed. The following sales projections were made by
carefully evaluating consumer demand for the new toy:
Consumer Demand
Chance of
for New Toy
Occurring
Above average .........................
30%
Average ......................................
60
Below average ............................
10

Year 1

Estimated Sales in
Year 2

$1,200,000
700,000
200,000

$2,500,000
1,700,000
900,000

Year 3
$600,000
400,000
150,000

Variable costs are estimated at 30 percent of the selling price. Special machinery
must be purchased at a cost of $860,000 and will be installed in an unused portion
of the factory which Vernon has unsuccessfully been trying to rent to someone for
several years at $50,000 per year and has no prospects for future utilization.
Fixed expenses (excluding depreciation) of a cash-flow nature are estimated at
$50,000 per year on the new toy. The new machinery will be depreciated by the
sum-of-the-years’ digits method with an estimated salvage value of $110,000 and
will be sold at the beginning of the fourth year. Advertising and promotional
expenses will be incurred uniformly and will total $100,000 the first year, $150,000
the second year, and $50,000 the third year. These expenses will be deducted as
incurred for income tax reporting.
Vernon believes that state and federal income taxes will total 60 percent of
income in the foreseeable future and may be assumed to be paid uniformly over
the year income is earned.
Required:
a. Prepare a schedule computing the probable sales of this new toy in each
of the three years, taking into account the probability of above average, average
and below average sales occurring.
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b. Assume that the probable sales computed in “a” are $900,000 in the first
year, $1,800,000 in the second year, and $410,000 in the third year. Prepare a
schedule computing the probable net income for the new toy in each of the three
years of its life.
c. Prepare a schedule of net cash flows from sales of the new toy for each of
the years involved and from disposition of the machinery purchased. Use the sales
data given in part “b.”
d. Assuming a minimum desired rate of return of 10 percent, prepare a sched
ule of the present value of the net cash flows calculated in “c.” The following data
are relevant:

Year

1
2
3

Present Value of $1.00
Due at the End of Each
Year Discounted
at 10 percent
.91
.83
.75

Present Value of $1.00
Earned Uniformly Throughout the
Year Discounted at
10 percent
.95
.86
.78

Number 3 (Estimated time— 40 to 50 m inutes)
Weinstein Contractors, Inc. undertakes long-term, large-scale construction proj
ects and began operations on October 15, 1968 with contract No. 1, its only job
during 1968. A trial balance of the Company’s general ledger at December 31,
1969 follows:
Weinstein Contractors, Inc.
TRIAL BALANCE
December 31, 1969
C a s h ...................................................
Accounts receivable .......................
Costs of contracts in progress . . . .
Plant and equipment .....................

$ 68,090
136,480
421,320
35,500
$

8,000
70,820
1,908
459,400
139,000
2,862

Accumulated depreciation ............
Accounts p a y a b le ...........................
Deferred income ta x e s ...................
Billings on contracts in progress . .
Capital stock ..................................
Retained earn in g s...........................
Selling and administrative expenses

20,600
$681,990

$681,990

The following information is available:
1. The Company has the approval of the Internal Revenue Service to deter
mine income on the completed contract basis for federal income tax reporting
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and on the percentage-of-completion basis for accounting and financial statements.
2. At December 31, 1969 there were three jobs in progress, the contract prices
of which had been computed as follows:

Labor and material costs . . . ...................
Indirect c o s ts ........................ ...................
Total c o s ts .................... ...................
Add: Profit in contract........ ...................
Total contract price . . . ...................

Contract 1
$169,000
30,000
199,000
40,000
$239,000

Contract 2
$34,500
5,500
40,000
3,000
$43,000

Contract 3
$265,700
48,000
313,700
30,300
$344,000

During the year, billings are credited to billings on contracts in progress; at
year-end this account is charged for the amount of revenue to be recognized.
3. All job costs are charged to cost of contracts in progress. Cost estimates
are carefully derived by engineers and architects and are considered reliable. Data
on costs to December 31, 1969 follow:

Contract
1
2
3

Totals

Original
Estimate

Total

Incurred to Date
Labor &
Materials

$199,000
40,000
313,700
$552,700

$115,420
32,000
313,700
$461,120

$ 92,620
26,950
265,700
$385,270

Indirect
$22,800
5,050
48,000
$75,850

4. At December 31, 1968 accumulated costs on contract 1 were $39,800; no
costs had accumulated on contracts 2 and 3.
5.

Assume that the federal income tax rate is 40 percent.

Required:
a. Prepare a schedule computing the percentage of completion of contracts in
progress at December 31, 1969.
b. Prepare a schedule computing the amounts of revenue, related costs, and
net income to be recognized in 1969 from contracts in progress at December 31,
1969.
c. Prepare a schedule computing the provision for federal income taxes and
the federal income tax liability at December 31, 1969.
d. Give the adjusting journal entries that are necessary at December 31, 1969
to recognize revenues, cost of recognized revenues, and federal income taxes.
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Number 4 (Estimated tim e— 50 to 60 m inutes)
Brighton Corporation acquired 80 percent of the 1,250 shares of $100 par
value common stock outstanding of Solvo Corporation on July 1, 1969 for
$158,600. Brighton uses the equity method of accounting for its investment in
Solvo.
The December 31, 1969 trial balances for both companies appear below:

Brighton Corporation and Subsidiary
TRIAL BALANCES
December 31, 1969
Assets
Cash ......................................................................................
Accounts receivable ...........................................................
Notes receivable .................................................................
Notes receivable discounted ..............................................
Accrued interest receivable ..............................................
Dividends receivable ...........................................................
Inventories ............................................................................
Plant and equipment .........................................................
Allowance for depreciation.................................................
Investment in Solvo Corporation s to c k ...........................
Investment in Solvo Corporation bonds .........................
Advance to Solvo C orporation..........................................
Totals ............................................................................

Brighton
Corporation

Solvo
Corporation

$ 200,000
205,000
180,000
(4,000)
1,600
6,400
300,000
794,000
(260,000)
167,400
40,000
35,000

$ 20,000
55,000
11,000

$1,665,400

$412,000

220,400
142,000

$ 54,800
24,200
8,000
3,900
3,100
35,000
85,000
125,000
12,000
61,000
$412,000

400
75,000
280,600
(30,000)

Liabilities and Stockholders’ Equity
Accounts payable ...............................................................
Notes payable ......................................................................
Dividends p a y a b le ...............................................................
Accrued interest payable ...................................................
Other accrued liabilities .....................................................
Advance from Brighton Corporation ..............................
Bonds payable ......................................................................
Capital stock ........................................................................
Capital in excess of par v a lu e ..........................................
Retained earnings ...............................................................
Totals ............................................................................

22,100
7,900
600,000
360,000
49,000
264,000
$1,665,400
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The following information is also available:
1.

Solvo Corporation reported net income and dividends for 1969 as follows:
Net income for six months ending:
June 30 ........................................... $10,000
December 31 .................................. 20,000
Dividends declared:
March 31 ........................................
4,000
June 30 ...........................................
4,000
September 30 ..................................
1,000
December 31 ..................................
8,000

2. Data pertaining to 1969 intercompany sales and ending inventories were
as follows:
Brighton
Corporation
Intercompany sales:
January 1 to June 3 0 ........................................
July 1 to December 31 ....................................
Markup on cost .........................................................
Intercompany payable at y ea r-e n d .........................
Year-end inventory of intercompany purchases at
FIFO c o s t ...............................................................

Solvo
Corporation

$40,000
$60,000
20%
$13,000

$ 95,000
$105,000
25%
$ 5,500

$25,000

$ 18,000

3. Sales of equipment by Brighton Corporation to Solvo Corporation during
1969 were as follows:
Date
February 1
October 1

Book Value on
Brighton’s Records

Price Paid
by Solvo

$11,000

$13,500

14,000

12,000

Depreciation
Method
Double-declining
balance
Straight-line

Estimated
Life
10 years
5 years

For depreciation purposes Solvo Corporation estimates salvage at 10 percent of
the equipment’s cost.
4. Brighton Corporation acquired $40,000 of the 6 percent Solvo Corporation
bonds at par value on July 1, 1969. Interest is paid each July 1 and January 1 by
Solvo Corporation.
5. On December 1, 1969, Brighton Corporation discounted $4,000 of non
interest bearing notes payable of Solvo Corporation.
Required:
Complete a worksheet for the preparation of a consolidated balance sheet for
Brighton Corporation and its subsidiary, Solvo, Inc., as of December 31, 1969.
Formal statements and journal entries are not required. You may assume that
both companies made all of the adjusting entries required for separate financial
statements unless an obvious discrepancy exists. Income taxes should not be con
sidered in your solution.
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GROUP I
Estimated time— 50 to 60 minutes
Solve one of the two problems in this group. If both are
solved, only the first will be considered.

Number 5
Instructions
The following instructions pertain to problem Number 5, which deals with the
application of various quantitative methods to accounting.
Write on a separate sheet your answer for each of the following questions. In
determining your answer to each item, consider the information given in the
lettered statement of facts preceding each group of questions. Select only one answer
for each question. Your grade will be determined from your total score of correct
answers.
See Group I, Problem 1 for an illustration of the manner in which the answer
sheet should be marked.
Facts
During your examination of the 1969 financial statements of MacKenzie Park
Co., which manufactures and sells trivets, you wish to analyze selected aspects of
the Company’s operations.
Questions to be Answered
A. Labor hours and production costs for the last four months of 1969, which
you believe are representative for the year, were as follows:
Month
September .................
October .....................
November .................
December .................

.............
.............
.............
.............

Labor
Hours
2,500
3,500
4,500
3,500
14,000

Total
Production
Costs
$20,000
25,000
30,000
25,000
$100,000

Based upon the above information and using the least-squares method of com
putation with the letters listed below, select the best answer for each of questions
1 through 5.
Let a = Fixed production costs per month
b = Variable production costs per labor hour
n = Number of months
x = Labor hours per month
y = Total monthly production costs
Σ = Summation
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1. The equation(s) required for applying the least-squares method of compu
tation of fixed and variable production costs could be expressed
a. Σxy = aΣx + bΣx2
b. Σy = na + bΣx
c. y = a + bx2
Σy = na + bΣx
d. Σxy = aΣx + bΣx2
Σy = na + bΣx

2. The cost function derived by the least-squares method
a. Would be linear.
b. Must be tested for minima and maxima.
c. Would be parabolic.
d. Would indicate maximum costs at the point of the function’s point
of inflection.
3. Monthly production costs could be expressed
a. y — ax + b
b. y = a + bx
c. y = b + ax
d. y = Σa + bx
4. Using the least-squares method of computation, the fixed monthly produc
tion cost of trivets is approximately
a. $10,000.
b. $9,500.
c. $7,500.
d. $5,000.
5. Using the least-squares method of computation, the variable production
cost per labor hour is
a. $6.00
b. $5.00
c. $3.00
d. $2.00

B. The average number of minutes required to assemble trivets is predictable
based upon an 80 percent learning curve. That is, whenever cumulative produc
tion doubles, cumulative average time per unit becomes 80 percent of what it
was at the previous doubling point. The trivets are produced in lots of 300 units
and 60 minutes of labor are required to assemble each first lot.
Using the concept of the learning curve and the letters listed below, select the
best answer for each of questions 6 through 10.
Let MT
M
X
b

= Marginal time for the xth lot
= Marginal time for the first lot
= Lots produced
= Exponent expressing the improvement; b has the range —l < b < 0
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6. A normal graph, i.e., not a log or log-log graph, of average minutes per
lot of production where cumulative lots are represented by the x-axis and average
minutes per lot are represented by the y-axis, would produce a
a. Linear function sloping downward to the right.
b. Linear function sloping upward to the right.
c. Curvilinear function sloping upward to the right at an increasing rate.
d. Curvilinear function sloping downward to the right at a decreasing rate.
7. A log-log graph of average minutes per lot of production, where cumulative
lots are represented by the x-axis and average minutes per lot are represented by
the y-axis, would produce a
a. Linear function sloping downward to the right.
b. Linear function sloping upward to the right.
c. Curvilinear function sloping upward to the right at a decreasing rate.
d. Curvilinear function sloping downward to the right at a decreasing rate.
8. The average number of minutes required per lot to complete four lots is
approximately
a. 60.0
b. 48.5
c. 38.4
d. 30.7
9. Average time to produce X lots of trivets could be expressed
a. M X b+1
b. M X b
c. M T b+1
d. MX b-1
10. Assuming that b = —.322, the average number of minutes required to pro
duce X lots of trivets could be expressed
a. 40.08X .678
b. 40.08X
c. 60X -.322
d. 60X 1.322
C. MacKenzie Park sells its trivets for $.25 per unit and during 1969 reported
net sales of $500,000 and net income of $35,000. Production capacity is limited
to 15,000 trivets per day and trivets are produced 300 days each year. Variable
costs are $.10 per trivet.
The Company does not maintain an inspection system but has an agreement to
reimburse the wholesaler $.50 for each defective unit the wholesaler finds. The
wholesaler uses a method of inspection which detects all defective units. The
number of defective units in each lot of 300 units is equal to the daily unit produc
tion rate divided by 200.
Letting X = daily production in units, select the best answer for each of ques
tions 11 through 15.
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11. The number of defective units per day could be expressed
X
a.
60,000
X
200
b.
300
X
X
500
c.
X2
d.
60,000
12. The equation to compute the maximum daily contribution to profit, in
cluding the reimbursement to the wholesaler for defective units, could be expressed
X
a. .25X - .10X - .50
60,000
X2
b. .25X — .10X — .50
60,000
X2
125,000
c. .25X - .10X 60,000
300
X
d. .25X - .10X - 125,000
60,000
13. The first derivative of the equation to determine the number of units to
maximize daily profits could be expressed
X
a. .25 — .10 —
60,000
X2
b. .10 — .25 —
60,000
X2
c.
60,000
X
d.
(200) (300)
14. The second derivative of the equation to determine the number of units to
be produced daily to maximize profits would be
1
a.
(200) (300)
b.

$.25 -

$.10 -

c.

$125,000
60,000

d.

1
60.000

1

60,000

-

$125,000
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15. To maximize profits, the results of the equation to determine the daily
contribution margin of MacKenzie Park Co. should yield a
a. Negative first derivative and a positive second derivative.
b. Positive first derivative and a negative second derivative.
c. Negative first and second derivatives.
d. Positive first and second derivatives.
D. MacKenzie Park has recently experienced costly production slowdowns due
to maintenance problems in its assembly department. There are four machines in
the department and one repairman to service them. Experience indicates that the
repairman can service ten machines in one eight-hour day if necessary, and that
two machines generally require his services during any one day.
Management is considering the employment of a second repairman for the
department and has asked for your advice. It has been decided that the Company
will hire the second repairman if it is found that the average time a machine lies
idle waiting to be serviced exceeds one hour.
Use the letters and formulas below and select the best answer for each of
questions 16 through 20.
Let:

A — Average number of machines needing repairs during a day.
S = Average number of machines that can be repaired in a unit of time,
assuming machines are available for repair.
m = Total number of machines.
k = Number of machines operating.
pm = Probability of all machines being down and either waiting or being
serviced.
p0 = Probability of no machines being down.
E (t) = Average time a machine spends waiting.

16. As
being used
a.
b.
c.
d.

evidenced by the formulas shown above, the quantitative technique
here is known as
Linear programming.
Game theory.
The transportation model.
Queueing theory.

1
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17. The probability of all machines being down and either waiting or being
serviced (after rounding the denominator to the nearest whole number) is
a.
b.
c.
d.
18. The probability of no machines being down (after rounding the denomi
5
nator to the nearest whole number) is
41
a. 513
125
312
b. 39
1
25
65
c. 78
1
d. 65
19. The average portion of a day that a machine spends waiting (after
rounding) is
a. .47
b. .25
c. .15
d. .07
20. On the basis of your computations and the criterion specified by manage
ment, you should advise MacKenzie Park
a. That the decision is a borderline one because there is a difference of
only
2 minutes between the average time a machine spends waiting
and management’s one-hour limitation.
b. Not to hire the additional repairman.
c. To hire the additional repairman.
d. To eliminate the existing repairman position.

Number 6
At the start of your examination of the accounts of the City of Waterford, you
discovered that the bookkeeper failed to keep the accounts by funds. The follow
ing trial balance of the General Fund for the year ended December 31, 1969 was
available.
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City of Waterford
GENERAL FUND TRIAL BALANCE
December 31, 1969
Credit

Debit
Cash ....................................................................................
Taxes receivable—current ................................................
Allowance for uncollectible taxes—current ...................
Appropriation expenditures ............................................
Revenues ..............................................................................
Donated land ......................................................................
River Bridge bonds authorized—unissued .....................
Work in process—River Bridge ......................................
River Bridge bonds payable ............................................
Contracts payable—River Bridge ....................................
Retained percentage—River Bridge contracts ...............
Vouchers payable .............................................................
Surplus ................................................................................
Total

207,500
148,500
$

6,000

760,000
992,500
190,000
100,000
130,000
200,000
25,000
5,000
7,500
300,000
$1,536,000

$1,536,000

Your examination disclosed the following:
1. The budget for the year 1969, not recorded on the books, estimated revenues
and expenditures as follows: revenues $815,000; expenditures $775,000.
2. Outstanding purchase orders at December 31, 1969 for operating expenses
not recorded on the books totaled $2,500.
3. Included in the Revenues account is a credit of $190,000 representing the
value of land donated by the state as a grant-in-aid for construction of the River
Bridge.
4. Interest payable in future years totals $60,000 on River Bridge bonds sold
at par for $200,000.
5. Examination of the subledger containing the details of the Appropriation
Expenditures account revealed the following items included therein:
Current operating expenses ...................................................
Additions to structures and improvements ..............................
Equipment purchases .................................................................
General obligation bonds p a id ...................................................
Interest paid on general obligation bonds ................................

$472,000
210,000
10,000
50,000
18,000

Required:
Prepare a worksheet showing the given General Fund trial balance, adjusting
entries, and distributions to the proper funds or groups of accounts. The follow
ing column headings are recommended:
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General Fund Trial Balance— Debit
General Fund Trial Balance— Credit
Adjustments—Debit
Adjustments— Credit
General Fund—Debit
General Fund— Credit
Bond Fund
General Fixed Assets
General Bonded Debt and Interest
Number all adjusting and transaction entries. Formal journal entries are not
required.

EXAMINATION IN ACCOUNTING PR ACTICE-PA RT I
May 7, 1970; 1:30 to 6 :0 0 p.m.
Number 1 (Estimated time—40 to 50 minutes)
The following information was prepared by the bookkeeper for Bledsoe Corpo
ration for the calendar year ended December 31, 1969.
Cash receipts:
Less cash discounts ta k e n ..........................................

6,500

Cash sales of merchandise .....................................................................
Sale of warehouse equipment ...............................................................
Insurance proceeds from boiler explosion............................................
Sale of land on November 3 .................................................................
Total

$750,000
80,000
6,000
21,000
10,000

........................................................................................

$867,000

Cash disbursements:
Payments to trade creditors ...................................................................
General and administrative expenses ..................................................
Cash purchases of merchandise ...........................................................
Replacement of boiler ............................................................................
Repairs made on warranty contracts ...................................................
Purchase of land on May 1 ...................................................................
Purchase on November 10 of 100 shares of Rushing Co. stock . . . .

$603,000
102,000
60,000
17,250
3,200
11,500
12,000

Total

.........................................................................................
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$808,950
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Supplementary information:
1. The following account balances were taken from the general ledger:
December 31, 1968
Accounts receivable ........................................
$ 62,000
Inventory .........................................................
93,000
Prepaid expenses ............................................
4,800
Accrued expenses ..........................................
3,500
Accounts payable ..........................................
191,000

December 31, 1969
$ 73,000
95,000
4,200
4,500
205,000

2. The direct write-off method of accounting for uncollectible accounts is
used for tax reporting purposes. All accounts receivable were considered collectible
at December 31, 1969 and no accounts were written off during 1969.
3. Depreciation for 1969 was $42,000.
4. The warehouse equipment sold during 1969 was acquired in 1964 at a
cost of $12,500. The double-declining-balance method of depreciation was used
and accumulated charges were $8,000 at date of sale. If the straight-line method
had been used the accumulated depreciation at date of sale would have been
$5,000.
5. An explosion occurred on January 15, 1969 in which a boiler, not the
structural component of a building, was completely destroyed. It was purchased
in January 1962 at a cost of $24,000; depreciation was recorded by the straightline method and $10,000 had accumulated at the date of the explosion.
6. Land was purchased on May 1, 1969 and was used as a storage facility.
It was found to be unsuitable for this purpose and was sold on November 3, 1969.
7. The company wishes to defer the recognition of all gains to the extent
allowable.
Required:
Prepare a schedule computing the amount of income that Bledsoe Corporation
should report for federal income tax purposes under the accrual method as sub
ject to ordinary income rates for 1969. Include schedules showing your computa
tions of sales, purchases, general and administrative expenses and other gains or
losses.

Number 2 (Estimated time— 50 to 60 m inutes)
Metal Industries, Inc. operates its production department only when orders are
received for one or both of its two products, two sizes of metal discs. The manu
facturing process begins with the cutting of doughnut-shaped rings from rectangu
lar strips of sheet metal; these rings are then pressed into discs. The sheets of
metal, each 4 feet long and weighing 32 ounces, are purchased at $1.36 per
running foot. The department has been operating at a loss for the past year as
shown on page 136.
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Sales for the year ..............................................................
Expenses ..............................................................................

$172,000
177,200

Net loss for the departm ent...............................................

$

5,200

The following information is available.
1. Ten thousand 4-foot pieces of metal yielded 40,000 large discs, each
weighing 4 ounces and selling for $2.90, and 40,000 small discs, each weighing
2.4 ounces and selling for $1.40.
2. The Corporation has been producing at less than “normal capacity” and
has had no spoilage in the cutting step of the process. The skeletons remaining
after the rings have been cut are sold for scrap at $.80 per pound.
3. The variable conversion cost of each large disc is 80 percent of the disc’s
direct material cost and variable conversion cost of each small disc is 75 percent
of the disc’s direct material cost. Variable conversion costs are the sum of direct
labor and variable overhead.
4. Fixed costs were $86,000.
R e q u ire d :
a.

For each of the parts manufactured, prepare a schedule computing:
1. Unit material cost after deducting the value of salvage.
2. Unit variable conversion cost.
3. Unit contribution margin.
4. Total contribtuion margin for all units sold.

b. Assuming you computed the material cost for large discs at $.85 each and
for small discs at $.51 each, compute the number of units the Corporation must
sell to break even based on a normal production capacity of 50,000 units.
Assume no spoiled units and a product mix of one large disc to each small disc.

N u m b er 3 (E stim a ted tim e— 5 0 to 6 0 m in u te s)

Thrift-Shops, Inc. operates a chain of three food stores in a state which recently
enacted legislation permitting municipalities within the state to levy an income
tax on corporations operating within their respective municipalities. The legislation
establishes a uniform tax rate which the municipalities may levy, and regulations
which provide that the tax is to be computed on income derived within the taxing
municipality after a reasonable and consistent allocation of general overhead
expenses. General overhead expenses have not been allocated to individual stores
previously and include warehouse, general office, advertising and delivery expenses.
Each of the municipalities in which Thrift-Shops, Inc. operates a store has
levied the corporate income tax as provided by state legislation and management
is considering two plans for allocating general overhead expenses to the stores.
The 1969 operating results before general overhead and taxes for each store
were as follows:
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Store
Sales, net .......................................... .
Less cost of sales .........................
Gross margin .........................
Less local operating expenses:
Fixed ......................................
Variable ..................................
Total ..............................
Income before general overhead
and taxes ................................

Total

Ashville
$416,000
215,700
200,300

Barns
$353,600
183,300
170,300

Clinton
$270,400
140,200
130,200

$1,04 0,000
539,200
5 0 0 ,800

60,800
54,700
115,500

48,750
64,220
112,970

50,200
27,448
77,648

159,750
146,368
306,118

$ 84,800

$ 57,330

$ 52,552

$ 194,682

General overhead expenses in 1969 were as follows:
Warehousing and delivery expenses:
Warehouse depreciation ......................................
Warehouse operations ................................................
Delivery expenses ...............................................
Central office expenses:
Advertising .............................................................
Central office salaries ..........................................
Other central office expenses................................
Total general overhead ................................

$20,000
30,000
40,000$ 90,000
18,000
37,000
28,000

83,000
$173,000

Additional information includes the following:
1. One-fifth of the warehouse space is used to house the central office and
depreciation on this space is included in other central office expenses. Warehouse
operating expenses vary with quantity of merchandise sold.
2. Delivery expenses vary with distance and number of deliveries. The dis
tances from the warehouse to each store and the number of deliveries made in
1969 were as follows:
Store
Ashville ..................... .................
Burns ....................... ...............
Clinton ..................... ...............

Miles
120
200
100

Number of
Deliveries
140
64
104

3. All advertising is prepared by the central office and is distributed in the
areas in which stores are located.
4. As each store was opened, the fixed portion of central office salaries in
creased $7,000 and other central office expenses increased $2,500. Basic fixed
central office salaries amount to $10,000 and basic fixed other central office
expenses amount to $12,000. The remainder of central office salaries and the
remainder of other central office expenses vary with sales.
Required:
a. For each of the following plans for allocating general overhead expenses,
compute the income of each store that would be subject to the municipal levy on
corporation income:
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Plan 1.
Plan 2.

Allocate all general overhead expenses on the basis of sales
volume.
First, allocate central office salaries and other central office ex
penses evenly to warehouse operations and each store. Second,
allocate the resulting warehouse operations expenses, warehouse
depreciation and advertising to each store on the basis of sales
volume. Third, allocate delivery expenses to each store on the
basis of delivery miles times number of deliveries.

b. Management has decided to expand one of the three stores to increase
sales by $50,000. The expansion will increase local fixed operating expenses by
$7,500 and require ten additional deliveries from the warehouse. Determine which
store management should select for expansion to maximize corporate profits.

Number 4 (Estimated time— 40 to 50 m inutes)
Skadden, Inc., a retailer, was organized during 1966. Skadden’s management
has decided to supplement its December 31, 1969 historical dollar financial state
ments with general price-level financial statements. The following general ledger
trial balance (historical dollar) and additional information have been furnished:

Skadden, Inc.
TRIAL BALANCE
December 31, 1969
Cash and receivables (net) ..............................................
Marketable securities (common stock) .........................
Inventory ............................................................................
Equipment ..........................................................................
Equipment—Accumulated depreciation .........................
Accounts p a y a b le ...............................................................
6% First mortgage bonds, due 1987 ...........................
Common stock, $10 par ...................................................
Retained earnings, December 31, 1968 .........................

Debit
$ 540,000
400,000
440,000
650,000

$

164,000
300,000
500,000
1,000,000
46,000
1,900,000

Sales ...............................................................................
Cost of s a le s ........................................................................
Depreciation ........................................................................
Other operating expenses and interest ...........................

Credit

1,508,000
65,000
215,000
$3,864,000

$3,864,000

1. Monetary assets (cash and receivables) exceeded monetary liabilities
(accounts payable and bonds payable) by $445,000 at December 31, 1968. The
amounts of monetary items are fixed in terms of numbers of dollars regardless of
changes in specific prices or in the general price level.
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2. Purchases ($1,840,000 in 1969) and sales are made uniformly throughout
the year.

3. Depreciation is computed on a straight-line basis, with a full year’s depreci
ation being taken in the year of acquisition and none in the year of retirement.
The depreciation rate is 10 percent and no salvage value is anticipated. Acquisi
tions and retirements have been made fairly evenly over each year and the retire
ments in 1969 consisted of assets purchased during 1967 which were scrapped.
An analysis of the equipment account reveals the following:
Year
1967
1968
1969

Beginning
Balance
—
$550,000
560,000

Additions
$550,000
10,000
150,000

Retirements

Ending
Balance

—
—
$60,000

$550,000
560,000
650,000

4. The bonds were issued in 1967 and the marketable securities were pur
chased fairly evenly over 1969. Other operating expenses and interest are assumed
to be incurred evenly throughout the year.
5. Assume that Gross National Product Implicit Price Deflators (1958 =
100) were as follows:
Annual Averages

Index

Conversion Factors
(1969 4th Qtr. = 1.000)

1966
1967
1968
1969

113.9
116.8
121.8
126.7

1.128
1.100
1.055
1.014

Quarterly Averages
1968
4th
1969
1st
2nd
3rd
4th

123.5
124.9
126.1
127.3
128.5

1.040
1.029
1.019
1.009
1.000

Required:
a. Prepare a schedule to convert the Equipment account balance at Decem
ber 31, 1969 from historical cost to general price-level adjusted dollars.

b. Prepare a schedule to analyze in historical dollars the Equipment—
Accumulated Depreciation account for the year 1969.
c. Prepare a schedule to analyze in general price-level dollars the Equipment—
Accumulated Depreciation account for the year 1969.
d. Prepare a schedule to compute Skadden, Inc.’s general price-level gain or
loss on its net holdings of monetary assets for 1969 (ignore income tax implica

140

E xamination Q uestions— May, 1970

tions). The schedule should give consideration to appropriate items on or related
to the balance sheet and the income statement.

Number 5 (Estimated time— 40 to 50 m inutes)
Superior Products, Inc. for the first time is including a five-year summary of
earnings and dividends per share in its 1969 annual report to stockholders. At
January 1, 1965 the Corporation had issued 7,000 shares of 4 percent cumulative,
nonparticipating, $100 par value preferred stock and 40,000 shares of $10 par
value common stock of which 108 shares of preferred and 4,000 shares of com
mon stock were held in the treasury.
Dividends were declared and paid semiannually on the last day of June and
December. Cash dividends paid per share of common stock and net income for
each year were:

Net income (loss) . . . .
Dividend on Common:
June 30 .................
December 31 . . . .

1965
$126,568
.40
.48

1966
$(11,812)
.11
.11

1967
$47,148

1968
$115,824

1969
$193,210

.10
.30

.40
.40

.60
.40

In addition, a 10 percent stock dividend was declared and distributed on all
common stock (including treasury shares) on April 1, 1967 and common was
split 5 for 1 on October 1, 1969. The Corporation has met a sinking-fund
requirement to purchase and retire 140 shares of its preferred stock on October 1
of each year, beginning in 1968, using any available treasury stock. On July 1,
1966 the Corporation purchased 400 shares of its common stock and placed them
in the treasury and on April 1, 1968 issued 5,000 shares of common stock to
officers, using treasury stock to the extent available.

Required:
a. Prepare a schedule showing the computation of preferred stock dividends
paid semiannually and annually for the five years. Use the following columnar
headings:

Year Half (1st or 2nd)

Number of Shares
Dividends Paid
Purchased & Retired Outstanding Semiannually Annually

b. Prepare a schedule which shows for each of the five years the cash divi
dends paid to common stockholders and the average number of shares of com
mon stock outstanding after adjustment for the stock dividend and split. Use the
following format:

A ccounting P ractice—P art II

Dividend
Date

Shares of Common Stock
In Treasury Outstanding

Dividends Paid
Per Share Total
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Common Stock
Adjusted for:
5 for 1
10% Stock
Stock Split
Dividend

6/30/65
12/31/65
Total for year
Average for year
(Continue this format for remaining 4 years)

c. Prepare a five-year financial summary presenting for each year:
1. Net income and dividends paid and
2. Earnings and dividends per share for common stock.

EXAMINATION IN AUDITING
May 7, 1970; 8:3 0 a.m. to 12:00 m.
Number 1 (Estimated tim e—25 to 30 m inutes)
Instructions
Select the best answer for each of the following items. Write your answer choice
on a separate answer sheet, marking only one answer for each item.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Item
XX. A CPA may use different sampling programs to estimate different
characteristics of a population. For example, from a sample of the dollar amounts
of unpaid invoices he could estimate the total dollar value of a population of
unpaid invoices. To test internal control a CPA might sample the population of
unpaid invoices to estimate the number (or rate) of errors in the population.
Sampling for the number of errors is known as
a. Sampling for variables.
b. Sampling for attributes.
c. Stratified sampling.
d. Random sampling.
Answer Sheet

xx. b.
Items to be Answered
A. The following nine items apply primarily to discovery sampling, a sampling
technique often employed in transaction testing. Assume that all samples are to
be drawn from large populations.
142
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1. Discovery sampling is concerned with the occurrence rate of a character
istic and therefore may be considered a special case of
a. Random sampling.
b. Sampling for attributes.
c. Sampling for variables.
d. Stratified sampling.
2. A CPA using discovery sampling is looking for a characteristic which, if
discovered in his sample, might be indicative of more widespread irregularities
or serious errors in the financial statements being examined. If a CPA discovers
one such error while using a discovery sampling plan, the CPA
a. Is satisfied.
b. Must test more extensively.
c. Must expand his testing to 100 percent.
d. May not use any sampling plan.
3. A CPA who believes the occurrence rate of a certain characteristic in a
population being examined is 3 percent and who has established a maximum
acceptable occurrence rate at 5 percent should use (a) (an)
a. Attribute sampling plan.
b. Discovery sampling plan.
c. Stratified sampling plan.
d. Variable sampling plan.
4. Discovery sampling should not be used if a CPA estimates that the occur
rence rate of a certain characteristic in a population being examined exceeds
approximately
a. 20 percent.
b. 10 percent.
c. 5 percent.
d. 0 percent.
5. The statement, “A CPA tests disbursement vouchers to determine whether
or not compliance deviations exceed 0.2 percent,” omits which of the following
necessary elements of a discovery sampling plan?
a. Characteristic being evaluated.
b. Definition of the population.
c. Maximum tolerable occurrence rate.
d. Specified reliability.
6. To determine the proper sample size in a discovery sampling plan, a CPA
need not know the
a. Estimated occurrence rate in the population.
b. Maximum tolerable occurrence rate.
c. Population size.
d. Specified reliability of the sample.
7. As the specified reliability is increased in a discovery sampling plan for
any given population and maximum occurrence rate, the required sample size
a. Remains the same.
b. Decreases.
c. Increases.
d. Cannot be determined.
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8. Discovery sampling is to be applied to several populations at the same
specified reliability and maximum tolerable occurrence rate. If each population
being sampled is twice as large as the preceding population tested, the percentage
of each succeeding population tested would
a. Remain the same.
b. Decrease.
c. Increase.
d. Not be determinable.
9. Discovery sampling should be used to estimate whether a population contains
a. Errors of any kind.
b. Noncritical errors.
c. Critical errors.
d. No errors.

B. The following nine items apply to electronic data processing systems.
Select the most appropriate answer for each item.
10. Which of the following hardware devices can go directly to data without a
sequential search?
a. Card reader unit.
b. Paper tape unit.
c. Magnetic disc unit.
d. Magnetic tape unit.
11. A magnetic tape header label should not be used to warn the operator that
a. A wrong input tape has been mounted.
b. Defective areas exist on the input tape which has been mounted.
c. The retention period has not expired for the output tape which has
been mounted.
d. The reel mounted is one of a multi-reel file.
12. The term “memory dump” identifies
a. An area of memory reserved for data no longer required by a program.
b. A technique used to clear the memory area of erroneous data.
c. A printout or other output of the contents of memory for the purpose
of analyzing or preserving it.
d. An area used to store inactive computer programs.
13. An extract from a problem statement reads:
“Persons who are 60 years of age or over when commencing employ
ment are not eligible for the pension plan. All other employees automatically
become members during the 37th month of continuous employment, and each
employee’s pension fund contribution will be deducted on the employee’s payroll
check each month thereafter.”
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Flow Chart fo r D e te r m in in g P e n sio n F u n d P a rticip ation

Numbered symbol (1) in the above flowchart should be replaced by which
of the following statements?
a. Deduct pension fund contribution.
b. Print ineligibility list.
c. Employed more than 36 months?
d. Employed more than 37 months?
14. Refer to item 13 above. Numbered symbol (2) should be replaced by
which of the following statements?
a. Deduct pension fund contribution.
b. Print ineligibility list.
c. Employed more than 36 months?
d. Employed more than 37 months?
15. Refer to item 13 above. Numbered symbol (3) should be replaced by
which of the following statements?
a. Deduct pension fund contribution.
b. Print ineligibility list.
c. Employed more than 36 months?
d. Employed more than 37 months?
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16. Which of the following is not a symbolic (source) language?
a. PL /1.
b. Fortran.
c. Cobol.
d. Machine code.
17. To be used by the central processing unit, a computer program written in
symbolic language must be
a. Compiled into Fortran code.
b. Compiled into mnemonic code.
c. Compiled into Cobol.
d. Compiled into object language code (i.e., machine code).
18. Which of the following statements is true?
a. Fortran is the most advanced language available for handling nonmathematical as well as mathematical business problems.
b. Cobol is severely restricted in value due to its inability to handle any
arithmetic or mathematical calculations.
c. Cobol is a procedure-oriented language.
d. The need for flowcharts or decision tables is removed for programs
written in Cobol.

Number 2 (Estimated time— 25 to 30 m inutes)
Adherence to generally accepted auditing standards requires, among other
things, a proper study and evaluation of the existing internal control. The most
common approaches to reviewing the system of internal control include the use
of a questionnaire, preparation of a memorandum, preparation of a flow chart,
and combinations of these methods.
Required:
a. What is a CPA’s objective in reviewing internal control for an opinion
audit?
b.

Discuss the advantages to a CPA of reviewing internal control by using:
1. An internal control questionnaire.
2. The memorandum approach.
3. A flow chart.

c. If he is satisfied after completing his evaluation of internal control for an
opinion audit that no material weaknesses in the client’s internal control system
exist, is it necessary for the CPA to test transactions? Explain.
Number 3 (Estimated time— 20 to 25 m inutes)
An auditor’s report was appended to the financial statements of Worthmore,
Inc. The statements consisted of a balance sheet as of November 30, 1969 and
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statements of income and retained earnings for the year then ending. The first
two paragraphs of the report contained the wording of the standard unqualified
short-form report, and a third paragraph read as follows:
The wives of two partners of our firm owned a material investment
in the outstanding common stock of Worthmore, Inc. during the fiscal
year ending November 30, 1969. The aforementioned individuals dis
posed of their holdings of Worthmore, Inc. on December 3, 1969 in a
transaction that did not result in a profit or a loss. This information is
included in our report in order to comply with certain disclosure require
ments of the Code of Professional Ethics of the American Institute of
Certified Public Accountants.
Bell & Davis
Certified Public Accountants
Required:
a. Was the CPA firm of Bell & Davis independent with respect to the fiscal
1969 examination of Worthmore, Inc.’s financial statements? Explain.
b.

Do you find Bell & Davis’ auditor’s report satisfactory? Explain.

c. Assume that no members of Bell & Davis or any members of their families
held any financial interests in Worthmore, Inc. during 1969. For each of the
following cases, indicate if independence would be lacking on behalf of Bell
& Davis, assuming that Worthmore, Inc. is a profit-seeking enterprise. In each
case, explain why independence would or would not be lacking.
1. Two directors of Worthmore, Inc. became partners in the CPA firm
of Bell & Davis on July 1, 1969, resigning their directorships on that
date.
2. During 1969 the former controller of Worthmore, now a Bell & Davis
partner, was frequently called on for assistance by Worthmore. He
made decisions for Worthmore’s management regarding fixed asset
acquisitions and the company’s product marketing mix. In addition, he
conducted a computer feasibility study for Worthmore.

N u m b er 4 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

You are engaged in the examination of the financial statements of Rapid, Inc.
and its recently acquired subsidiary, Slow Corporation. In acquiring Slow Corpo
ration during 1969, Rapid, Inc. exchanged a large number of its shares of
common stock for 90 percent of the outstanding common stock of Slow Corpo
ration in a transaction that was accounted for as a pooling of interests. Rapid,
Inc. is now preparing the annual report to shareholders and proposes to include
in the report combined financial statements for the year ended December 31, 1969
with a footnote describing its exchange of stock for that of Slow Corporation.
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Rapid, Inc. also proposes to include in its report the financial statements of the
previous year as they appeared in Rapid, Inc.’s 1968 annual report along with a
five-year financial summary from Rapid’s prior annual reports, all of which had
been accompanied by your unqualified auditor’s opinion.
Required:
a. Discuss the objectives or purposes of the standard of reporting which
requires the auditor’s report to state whether generally accepted accounting princi
ples have been consistently observed over the past two periods.
b. Describe the treatment in the auditor’s report of interperiod changes having
a material effect on the financial statements arising from:
1. A change to an alternative generally accepted accounting principle.
2. Changed conditions which necessitate accounting changes but which
do not involve changes in the accounting principles employed.
3. Changed conditions unrelated to accounting.
c.

1.
2.

Would the financial reporting treatment proposed by Rapid, Inc. for
the 1969 annual report be on a consistent basis? Discuss.
Describe the auditor’s report which should accompany the financial
statements as proposed by Rapid, Inc. for inclusion in the annual
report.

Number 5 (Estimated time— 30 to 35 m inutes)
You were engaged on May 1, 1970 by a committee of stockholders to perform
a special audit as of December 31, 1969 of the stockholders’ equity of the Major
Corporation, whose stock is actively traded on a stock exchange. The group of
stockholders who engaged you believe that the information contained in the
stockholders’ equity section of the published annual report for the year ended
December 31, 1969 is not correct. If your examination confirms their suspicions,
they intend to use the report in a proxy fight.
Management agrees to permit your audit but refuses to permit any direct con
firmation with stockholders. To secure cooperation in the audit, the committee
of stockholders has agreed to this limitation and you have been instructed to
limit your audit in this respect. You have been instructed also to exclude the
audit of revenue and expense accounts for the year.
Required:
a. Prepare a general audit program for the usual examination of the stock
holders’ equity section of a corporation’s balance sheet, assuming no limitation
on the scope of your examination. Exclude the audit of revenue and expense
accounts.
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b. Describe any special auditing procedures you would undertake in view of
the limitations and other special circumstances of your examination of the Major
Corporation’s stockholders’ equity accounts.
c. Discuss the content of your auditor’s report for the special engagement
including comments on the opinion that you would render. Do not prepare your
auditor’s report.

Number 6 (Estimated tim e—25 to 30 minutes)
You have been engaged to examine the financial statements of Dean Corpora
tion for the year ended December 31, 1969 and have begun your auditing
procedures.
Required:
Discuss the following questions relating to your examination:
a. Several accounts receivable confirmations have been returned with the
notation that “verifications of vendors’ statements are no longer possible because
of our data processing system.” What alternative auditing procedures could be
used to verify these accounts receivable?
b. You are considering obtaining written representations from the client con
cerning the financial statements and matters pertinent to them.
1. What are the reasons for obtaining written representations from the
client?
2. What reliance may the auditor place upon written representations from
(a) the client, (b) independent experts, and (c) debtors?

Number 7 (Estimated time— 25 to 30 m inutes)
You are examining the financial statements of the Aby Company, a retail
enterprise, for the year ended December 31, 1969. The client’s accounting depart
ment presented you with an analysis of the Prepaid Expenses account balance of
$31,400 at December 31, 1969 as shown on page 150.
Additional information includes the following:
1. Insurance policy data:
Type
Fire
Liability

2.

Period Covered
12/31/68 to 12/31/70
6/30/69 to 6/30/70

Premium
$1,000
9,500

The postage meter machine was delivered in November and the balance due
was paid in January. Unused postage of $700 in the machine at December
31, 1969 was recorded as expense at time of purchase.
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Aby Company
ANALYSIS OF PREPAID EXPENSES ACCOUNT
December 31, 1969

Description

Balance
December 31,
1969

Unexpired insurance:
Fire

................................................................................................................ $

Liability ...............................................................................................
Utility deposits .................................................................................................

750
4,900
2,000

Loan to o fficer..................

500

Purchase of postage meter machine, one half of invoice p r ic e .................

400

Bond discount ...................................................................................................

3,000

Advertising of store opening ...........................................................

9,600

Amount due for overpayment on purchase of furniture and fixtures........
Unsaleable inventory—entered June 30, 1969 ......................................

675
8,300

Contributions from employees to employee welfare f u n d .........................

(275)

Book value of obsolete machinery held for re s a le ........................................

550

Funds delivered to Skyhigh Stores with purchase o f f e r .............................
1,000
Total ......................................................................................................... $31,400

3.

Bond discount represents the unamortized portion applicable to bonds
maturing in 1970.

4.

The $9,600 paid and recorded for advertising was for the cost of an adver
tisement to be run in a monthly magazine for six months, beginning in
December 1969. You examined an invoice received from the advertising
agency and extracted the following description:
“Advertising services rendered for store
opened in November 1969 . . . . $6,900”

5.

Aby has contracted to purchase Skyhigh Stores and has been required
to accompany its offer with a check for $1,000 to be held in escrow as an
indication of good faith. An examination of canceled checks revealed the
check had not been returned from the bank through January 1970.
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R eq u ired :

Assuming that you have examined acceptable underlying audit evidence, pre
pare a worksheet to show the necessary adjustments, corrections, and reclassifica
tions of the items in the Prepaid Expenses account. In addition to the information
shown in the above analysis, the following column headings are suggested for
your worksheet:
Prepaid Expenses Disposition of Adjustments and Reclassifications
Adjustments and Adjusted Balance
Accts.
Reclassifications
December 31,
Expense
Rec.— _______General_______
Debit
Credit
1969
Debit (Credit) Other Account Debit Credit

EXAMINATION IN COMMERCIAL LAW
May 8, 1970; 8:30 a.m. to 12:00 m.
Number 1 (Estimated time— 20 to 25 m inutes)
Instructions
Each of the following numbered statements states a legal conclusion relat
ing to the lettered material. You are to determine whether each of the legal
conclusions is true or false according to g en era l p r in c ip le s o f acco u n ta n ts’ leg a l
responsibility. Write on a separate answer sheet whether each conclusion is true
or false. Your grade will be determined from your total net score obtained by
deducting a weighted total for your incorrect answers from your total of correct
answers; an omitted answer will not be considered an incorrect answer.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:

Item
XX. Albert orally ordered a $600 standard model television console for his
home from Mastercraft Appliances. Mastercraft accepted the order and later sent
Albert a purchase memorandum in duplicate with a request that Albert sign and
return one copy. Albert did not sign or return the purchase memorandum and he
refused to accept the television console. Mastercraft sued and Albert asserted the
Statute of Frauds as a defense.
1. The purchase memorandum sent by Mastercraft would be sufficient
to defeat Albert’s reliance on the Statute of Frauds.
2. If Albert admits in court to making the oral contract, the contract
would be enforceable.
3. A purchase memorandum is insufficient to satisfy the Statute of
Frauds if it omits any of the terms agreed to by the parties.
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A writing sufficient to satisfy the Statute of Frauds would not be
necessary if Albert had received and accepted the television console.
Specific performance is the only remedy Mastercraft can obtain in
its suit against Albert.
Answer Sheet
1. False
2. True
3. False
4. True
5. False
Items to be Answered

A. Marshall, Clay, Henry and Company is a brokerage firm which deals in
over-the-counter stocks and commodities. The brokerage firm engaged the account
ing firm of Smith and Wilson to examine quarterly financial statements. Smith and
Wilson performed the audit for three years (1966-1968) and the business ap
peared to be prosperous. Early in 1969 Baron, a trusted employee in charge of
the commodities department, confessed to fraud after an office investigation by
Marshall, Clay, Henry and Company. As a result it was learned that Baron had
stolen over one million dollars during the four-year period preceding his confession.
Baron had falsified the books of the firm to avoid detection. Marshall, Clay, Henry
and Company has sued the accounting firm.
1. The accounting firm is liable for the loss for breach of contract in'that the
standard audit contract guarantees the discovery of defalcations.
2. The standard of care that must be used in the audit is the care which a
reasonably prudent and skillful accountant would use under like circum
stances.
3. If it can be shown that the brokerage firm failed to exercise reasonable
care and thus contributed to Baron’s continued defalcations, the account
ants will not be liable for the losses.
4. In the event a surety paid the brokerage firm for a portion of the defalca
tions under a blanket fidelity bond which covered Baron, the surety
company could obtain reimbursement from the accountants if they were
negligent in performing any of the audits.
5. If the audit contract were not in writing, the accountants could plead the
Statute of Frauds and avoid liability.
B. Watts and Williams, a firm of certified public accountants, audited the
accounts of Sampson Skins, Inc., a corporation that imports and deals in fine furs.
Upon completion of the examination the auditors supplied Sampson Skins with
20 copies of the certified balance sheet. The firm knew in a general way that
Sampson Skins wanted that number of copies of the auditor’s report to furnish
to banks and other potential lenders.
The balance sheet in question was in error by approximately $800,000. Instead
of having a $600,000 net worth, the Corporation was insolvent. The management
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of Sampson Skins had “doctored” the books to avoid bankruptcy. The assets had
been overstated by $500,000 of fictitious and nonexisting accounts receivable and
$300,000 of nonexisting skins listed as inventory when in fact Sampson Skins had
only empty boxes. The audit failed to detect these fraudulent entries. Martinson,
relying on the certified balance sheet, loaned Sampson Skins $200,000. He seeks
to recover his loss from Watts and Williams.
6. If Martinson alleges and proves negligence on the part of Watts and
Williams, he would be able to recover his loss.
7. If Martinson alleges and proves constructive fraud, i.e., gross negligence
on the part of Watts and Williams, he would be able to recover his loss.
8. Martinson is not in privity of contract with Watts and Williams.
9. Unless actual fraud on the part of Watts and Williams could be shown,
Martinson could not recover.
10. Martinson is a third party beneficiary of the contract Watts and Williams
made with Sampson Skins.
C. The Dandy Container Corporation engaged the accounting firm of Adams
and Adams to examine financial statements to be used in connection with a public
offering of securities. The audit was completed and an unqualified opinion was
expressed on the financial statements which were submitted to the Securities and
Exchange Commission along with the registration statement. Two hundred thou
sand shares of Dandy Container common stock were offered to the public at $11
a share. Eight months later the stock fell to $2 a share when it was disclosed that
several large loans to two “paper” corporations owned by one of the directors
were worthless. The loans were secured by the stock of the borrowing corporation
which was owned by the director. These facts were not disclosed in the financial
report. The director involved and the two corporations are insolvent.
11. The Securities Act of 1933 applies to the above described public offering
of securities in interstate commerce.
12. The accounting firm has potential liability to any person who acquired
the stock in reliance upon the registration statement.
13. An insider who had knowledge of all the facts regarding the loans to the
two “paper” corporations could nevertheless recover from the accounting
firm.
14. An investor who bought shares in Dandy Container would make a prima
facie case if he alleges that the failure to explain the nature of the loans
in question constituted a false statement or misleading omission in the
financial statements.
15. The accountants could avoid liability if they could show they were neither
negligent nor fraudulent.
16. Accountants’ responsibility as to the fairness of the financial statements
is determined as of the date of the auditor’s report and not beyond.
17. The accountants could avoid or reduce the damages asserted against them
if they could establish that the drop in price was due in whole or in part
to other causes.
18. The Dandy investors would have to institute suit within one year after
discovery of the alleged untrue statements or omissions,
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19. It would appear that the accountants were negligent in respect to the
handling of the secured loans in question—if they discovered the facts
regarding the loans to the “paper” corporations and failed to disclose them
in their financial statements.
20. The Securities and Exchange Commission would defend any action brought
against the accountants in that the SEC examined and approved the
registration statement.

D. Filmore H ale, Charles Hardy and Alfred Boggs were all successful certified
public accountants. They operated as sole practitioners but found it difficult to
handle the increasing number of clients who wished to retain them. Therefore,
they decided to join together in a partnership to be known as Hale, Hardy and
Boggs. In accordance with this understanding they drafted and signed the follow
ing partnership agreement:
We, Filmore Hale, Charles Hardy and Alfred Boggs do hereby join
together as equal partners in the Hale, Hardy and Boggs partnership for
the purpose of practicing accounting. The duration of this partnership
will be for a minimum of three years and in no event may any partner
withdraw prior to the expiration of said period.
Two juniors were hired to help with the firm’s work. One proved to be an
incompetent and was negligent in auditing the accounts of several clients.
21. The firm could avoid liability for the junior accountant’s negligence if it
could show he disobeyed specific instructions regarding performance of
the audit.
22. Any partner has the legal power to dissolve the partnership at any time.
23. Any partner acting individually, without the express consent of the others,
has the apparent authority to borrow money on the firm’s behalf.
24. A new partner may be admitted to the firm upon the affirmative vote of
any two members of the firm.
25. The partnership agreement had to be in writing.
26. If the assets of the firm were insufficient to satisfy the claims of clients
who were harmed by the negligence of the junior accountant, the partners
would be personally liable.
27. If the firm had an insurance policy covering malpractice and the insurance
company paid the negligence claims of the clients, the insurance company
would succeed to the firm’s rights against the negligent junior.
28. Profits will be shared according to which partner’s client the profit is
allocable to.
29. Confidential correspondence between the firm and its clients is privileged
in the federal courts.
30. Clients who terminate their relationship with the firm have the right to
demand and receive any and all working papers relating to work the firm
did for them.
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Number 2 (Estimated tim e— 20 to 25 m inutes)
Instructions
Each of the following numbered statements states a legal conclusion.
You are to determine whether each legal conclusion is true or false according to
the gen era l p rin cip les o f co rp o ra tio n law. Write on a separate answer sheet
whether each conclusion is true or false. Your grade will be determined from
your total net score obtained by deducting a weighted total for your incorrect
answers from your total of correct answers; an omitted answer will not be con
sidered an incorrect answer.
Items to be Answered
A. Adams, Miller and James are the stockholders of Uco Corporation. The
Corporation was authorized to issue 400 shares of $100 par value common stock
and 100 shares of $10 par value preferred stock. Adams, Miller and James each
own 100 shares of common stock which they subscribed for upon incorporation.
Adams paid the Corporation $50 per share for his common stock pursuant to an
offer he made which was accepted by the board of directors; Miller contributed
real property to the Corporation in exchange for his stock which the board valued
at $10,000; James’ stock was issued by the board in consideration of his preincor
poration services as promoter of the Corporation. Miller purchased all of the
preferred stock for $1,000.
31. Adams’ common stock is validly issued, fully paid stock.
32. Assuming the board acted in good faith, Miller’s common stock is validly
issued, fully paid stock.
33. James’ common stock was issued for an invalid consideration.
34. The directors might be personally liable to the Corporation’s creditors with
respect to the issuance of Adams’ common stock.
35. If the Corporation should be liquidated, Miller would be entitled to receive
the first $1,000 of unencumbered assets before any distribution would be
made to Adams or James.
B. Peterson and Collins decided to incorporate their retail store, which they
operated as a partnership. They executed and filed all the appropriate papers
required by applicable state law, issued stock to themselves and commenced
operations in the corporate form. Through inadvertence, the certificate of incor
poration they filed was not properly acknowledged as required by law.
36. Since the incorporation was not validly accomplished pursuant to law,
Peterson and Collins would be personally liable to the Corporation’s
creditors.
37. Peterson and Collins formed a de jure corporation.
38. If the Corporation institutes suit on a note payable to it, the maker may
raise improper incorporation as a defense.
39. The Corporation may be dissolved on a suit brought by the state on the
ground that it was invalidly incorporated.
40. If the Corporation sues the state for a refund of taxes, the state may raise
improper incorporation as a defense.
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C. Dodson, an accountant, performed services in connection with the organi
zation of Beta Corporation for which he was issued shares of Beta’s common
stock as compensation. Three years later Dodson decided to sell his Beta stock
and took an ad in a nationally distributed newspaper offering to sell the stock to
the highest bidder. Dodson had performed no services for Beta other than those
described above and his Beta stock represented less than one percent of Beta’s
issued and outstanding common stock.
41. Dodson violated the Securities Act of 1933.
42. If Dodson sells his Beta stock to members of the public using instrumen
talities of interstate commerce, he would violate the Securities Act of 1933.
43. The answer to the preceding two questions would be different if Dodson’s
stock represented more than 50 percent of Beta’s issued and outstanding
common stock.
44. In the circumstances described in the preceding question, Dodson would
be considered the “issuer” of the Beta stock he owned for purposes of the
Securities Act of 1933.
45. If Dodson had acquired his Beta stock under the facts in item 43 intending
to resell it to the public in interstate commerce, he would be deemed an
“underwriter” of the stock by the Securities Act of 1933.
D. Bancroft and Davis are directors and substantial shareholders of Gotham
Corporation, a large publicly held corporation whose securities are listed on a
national securities exchange. Making use of information known only to Gotham’s
management, Bancroft made a large profit trading in Gotham stock. Five months
ago Davis purchased additional Gotham stock on the market, which he now pro
poses to sell at a profit.
46. Bancroft may have incurred liability to members of the public dealing
with him in his transactions with Gotham stock.
47. Davis, who had no knowledge of the insider information, may be liable
to Gotham for any profit realized by him on the sale of his additional
Gotham shares within six months from the date of purchase.
48. The answer to the preceding two questions would be different if Gotham’s
stock were not listed on a national exchange but were traded “over-thecounter.”
49. If Davis should sell the remaining shares of his Gotham stock in a regular
exchange transaction without first registering such stock under the Securi
ties Exchange Act of 1933, he might violate the Act.
50. The answer to the preceding question would be different if Davis should
sell his stock to Jones, a stockbroker, who bought for his own account for
investment.
E. Five of the seven directors of Baker Corporation, constituting a quorum
of the directors at a meeting of the board, voted three to two to take the follow
ing actions:
(1) acquire the assets of Yalu Corporation (worth $10,000) for 200
shares of Baker’s common stock (par value $100 per share) held
in Baker’s treasury;
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(2)
(3)

purchase real property owned by Everett, one of the directors who
attended the meeting and voted in favor of the action; and
declare a dividend on Baker’s preferred stock in an amount in
excess of retained earnings and capital surplus.

51. The board’s action for the acquisition of Yalu Corporation was proper.
52. The answer to the preceding question would be the same if the Baker
stock issued for the Yalu acquisition were previously authorized but unis
sued stock.
53. The transactions between Baker and Everett are void.
54. The Baker directors who voted for the dividend may be personally liable
to Baker’s creditors.
55. The Baker directors who voted against the dividend and who had their
dissent recorded in the minutes of the meeting may also be liable to
Baker’s creditors since the board acts as a board and not as individuals.
F. The boards of directors of Inco Corporation and Still Corporation voted
to merge the two corporations under a plan of merger in which Inco stockholders
would exchange their Inco stock for Still stock and Still would be the surviving
corporation.
56. The merger of Inco into Still must be approved by the stockholders of
both corporations.
57. The answer to the preceding question would be the same if Inco and Still
consolidate rather than merge.
58. If, rather than merging, Still were to purchase all of the assets of Inco,
approval of the purchase by the stockholders of Still would not be
required.
59. Following the merger of Inco into Still, the creditors of Inco may look
to Still for payment of their claims.
60. A stockholder of Inco who votes against the merger must nevertheless
accept Still stock in exchange for his Inco stock if the required percentage
of Inco stock votes in favor of the merger.

Number 3 (Estimated time——20 to 23 m inutes)
Instructions
Each of the following numbered statements states a legal conclusion relat
ing to the lettered material. You are to determine whether each of the legal
conclusions is true or false according to the U n ifo rm P artn ersh ip and L im ited
P artn ersh ip Acts. Write on a separate answer sheet whether each conclusion
is true or false. Your grade will be determined from your total net score obtained
by deducting a weighted total for your incorrect answers from your total of correct
answers; an omitted answer will not be considered an incorrect answer.
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Items to be Answered
A. Vaughan is a limited partner in the Maxwell, Wallace and Grand Limited
Partnership, a real estate syndication. He purchased his interest for $5,000 when
the partnership was created. Subsequently he loaned the Partnership $8,000 for
five years at 6 percent interest. The Partnership has prospered and Vogel has
offered to buy Vaughn’s limited partnership interest for $6,500. The general
partners are opposed to the sale because they dislike Vogel.
61. A limited partnership is formed by compliance with state statutory re
quirements; it is not recognized at common law.
62. As a limited partner Vaughn would only have personal liability after the
Partnership assets and the assets of the general partners have been used
to satisfy creditors.
63. Active participation in the management of the Partnership would impose
personal liability as a general partner on Vaughn.
64. Vaughn could only sell his limited partnership interest with the consent of
the general partners.
65. Assuming a valid sale of Vaughn’s entire limited partnership interest to
Vogel, Vogel would automatically become a substituted limited partner.
66. Since Vaughn is both a creditor and a partner of the Partnership, his loan
would rank behind outside creditors upon dissolution.
67. The death of Vaughn would cause a dissolution of the limited partnership.
68. Vogel would have the right to be admitted as a general partner upon pur
chase of Vaughn’s limited partnership interest.
69. Vaughn’s limited partnership interest is real property since the Partnership
is a real estate venture.
70. Vaughn would have the same rights as a general partner to inspect the
Partnership books.

B. Franklin, an accountant, has been retained by the creditors of the Wade
Limited Partnership to prepare a balance sheet. There are three general partners,
two of whom are hopelessly insolvent and one general partner, Sampson, who has
$10,000 in assets and $8,000 in debts. There are 25 limited partners, all of whom
are solvent. The Partnership has $8,000 in assets and $40,000 of liabilities. Each
limited partner contributed $2,000 for his limited partnership interest with the
exception of Wilson who agreed to contribute $2,000 but who only contributed
$1,000.
71. The Partnership creditors would be able to obtain $2,000 from Sampson.
72. The limited partners would receive nothing in return for their capital
contribution.
73. The partnership creditors could obtain $1,000 from Wilson.
74. If Wilson had permitted his surname to be used in the partnership name,
i.e., Wade & Wilson, he would be liable to any partnership creditor who
extended credit to the partnership without actual knowledge of the fact
that he was not a general partner.
75. The Partnership creditors could validly assert claims against the property
owned by the wives of the two insolvent general partners.
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C. The Viking Partnership consisted of seven equal partners. Wells, one of
the partners, purchased six shares of the Azuma Dairy Farm Corporation stock.
He used partnership funds to purchase the stock. Subsequently another share was
purchased and each partner’s capital account was debited for an amount equal to
one-seventh of the total purchase price. Furthermore, Wells had indicated that
each partner owned one share.
76. There is a presumption that the stock is Partnership property in that
Partnership funds were used.
77. If the property is Partnership property, an individual partner has no right
to one of the shares.
78. In the event of insolvency, the various firm and personal creditors would
be interested in the question of the ownership of the property.
79. Partnerships are precluded from investing in corporate stock.
80. The stock in question would be held to belong to the individual partners
and not the Partnership.
D. Adams, Webster and Coke were partners in the construction business.
Coke decided to retire and found Black who agreed to purchase his interest. Black
was willing to pay Coke $20,000 and promise to assume Coke’s share of all firm
obligations.
81. Unless the partners agree to admit Black as a partner, he could not become
a member of the firm.
82. The retirement of Coke would cause a dissolution of the firm.
83. The firm creditors are third party beneficiaries of Black’s promise to Coke.
84. Coke would be released from all liability for firm debts if his interest were
purchased by Black and Black promised to pay Coke’s share of firm debts.
85. If the other partners refused to accept Black as a partner, Coke could
retire, thereby causing a dissolution and winding up.
E. Carson, Crocket and Kitt were partners in the importing business. They
needed additional capital to expand and located an investor named White who
agreed to purchase a one-quarter interest in the Partnership by contributing
$50,000 in capital to the Partnership. At the time he became a partner there were
several large creditors who had previously loaned money to the Partnership. The
Partnership subsequently failed and the creditors are attempting to assert personal
liability against White.
86. White is personally liable on all firm debts contracted subsequent to his
entry into the firm.
87. Creditors of the first partnership automatically become creditors of the
new partnership continuing the business.
88. Creditors of the old firm which existed prior to White’s entry cannot assert
rights against his capital contribution.
89. White has no personal liability for firm debts existing prior to his entry
into the firm.
90. If White agreed to pay the individual creditors at the time he entered the
partnership, a novation would have occurred.
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Number 4 (Estimated time— 25 to 30 minutes)
P art a. You are auditing the accounts of the Ajax Manufacturing Company, a
manufacturer of electronic equipment for industrial uses. One of the correspond
ence files you examined contained a contract with Brown Ball Bearing Company,
one of Ajax’s best customers. The file involved a dispute between the parties about
the amount due on the contract. You therefore sent a positive confirmation of the
account receivable to Brown. Brown in its response stated it had paid in full.
The file indicated that Ajax had entered into an agreement with Brown to
supply 100 electronic testing devices at $200 each. Delivery was to be made not
later than six months after the date of execution of the contract. Prior to com
mencing production of the devices, one of the suppliers who manufactures a
major component used by Ajax in its electronic products raised its price by $25
per component. Because Ajax was only making a 10 percent profit per electronic
testing device, management decided to attempt to renegotiate the contract with
Brown.
Accordingly, the president of Ajax sent a letter to Brown proposing that they
share equally the $25 cost increase. An agreement was enclosed which was labeled
“Amendment of Ajax (seller)—Brown (buyer) Electronic Testing Devices Con
tract” and which contained a provision raising the price to $212.50 per device.
This was signed by the president of Brown Ball Bearing.
All went smoothly; Ajax completed the manufacture and delivery of the elec
tronic testing devices and sent Brown a bill for $21,250 based upon the amended
contract. In reply Brown sent a letter indicating that they were not bound by the
amendment and would pay $20,000. A check for that amount was enclosed with
an indication above the place for the endorsement that it was tendered in complete
and full satisfaction of the amount due on the Ajax-Brown contract. Ajax cashed
the check and has demanded payment of the additional $1,250.

Required:
What are the legal problems and implications of the above facts and how do
they affect the financial position of Ajax? Discuss.
Part b. On May 1, William Harrison, a textile manufacturer, mailed to Donald
Franklin a written and signed offer to sell 1,000 bolts of blue denim (with a
sample enclosed) at $40 per bolt. Each bolt would contain 25 square yards. The
offer stated that “it would remain open for 10 days from the above date (May 1)
and that it could not be withdrawn prior to that date.”
Two days later, Harrison, noting a sudden increase in the price of blue denim,
changed his mind. After making great personal efforts to contact Franklin, Harri
son sent Franklin a letter revoking the offer of May 1. The letter was posted on
May 4 and received by Franklin on May 5.
Franklin chose to disregard the letter of Mlay 4; instead, he happily continued
to watch the price of blue denim rise. On May 9, Franklin posted a letter accepting
the original offer. The letter was sent registered mail and was properly addressed
and contained the correct postage. However, it was not received by Harrison
until May 12, due to a delay in the mails.
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Franklin has demanded delivery of the goods according to the terms of the
offer of May 1, but Harrison has refused.
Required:
What are the legal problems and implications of the above facts? Discuss.
P art c. In auditing the accounts of the Martin Glassware Company the follow
ing problem was revealed as a result of an examination of the “purchase orders
outstanding” file. The correspondence between Martin and Fairview Glass Works
(the seller) was as follows:

[Letter of April 20 from Martin to Fairview]
April 20, 1970. Gentlemen: Please advise on lowest price you can
make us on our order of ten car loads of Mason green jars, complete
with caps, packed one dozen in a case, either delivered here, or f.o.b.
cars your place as you prefer. State terms and cash discount.
Very truly yours,
Martin Glassware.
[To this Fairview replied]
April 23, 1970. Martin Glassware Co., Gentlemen: Replying to your
favor of April 20, we quote you Mason green jars, complete, in one
dozen boxes, delivered railroad depot your city: pints, $4.50, quarts,
$5.00, half gallons, $6.50 per gross, for immediate acceptance, and ship
ment not later than May 15, 1970; sixty days acceptance, or 2 off, cash
in ten days.
Yours truly,
Fairview Glass Works.
[In response to the above letter Martin replied by telegram]
April 24, 1970. Fairview Glass Works: Your letter April 23 received.
Enter our order ten car loads as per your quotation. Specifications will
be mailed promptly. Martin Glassware.
[The final communication was a telegram sent in response to the above
telegram]
April 24, 1970. Martin Glassware: Impossible to book your order.
Output all sold. Fairview Glass Works.
Martin insists that a contract was created by its telegram of the 24th of April.
Fairview insists that there was no contract and it had the right to decline to fill
the order at the time it sent its telegram of the 24th.
These additional facts were noted. The price of Mason green jars has increased
rapidly since April 24. The term “car load” is an expression invariably used in
the trade as being equivalent to 100 gross.
R e q u ir e d :

Indicate and discuss the legal problems and implications of the above facts.
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Number 5 (Estimated tim e— 20 to 25 m inutes)
Part a. The Friendly Finance Company is engaged in the personal loan business.
Some loans made by the company are secured by a pledge of collateral, such as
diamonds, rare coins, works of art, etc. The Company has a surety bond with
Safety Surety Company covering its employees.
Charles Johnson was employed by Friendly Finance as a collection agent and
was covered in this capacity by Safety’s surety bond. Subsequently Johnson was
promoted to the position of assistant cashier. In this position he received pay
ments on loans and also had access to the vault in which the collateral was kept.
Surety was not advised of Johnson’s promotion. Several months after his promo
tion Johnson began substituting imitations for the pledged diamonds and rare
coins. His thefts have been detected and the loss amounts to $15,000. Friendly
Finance seeks recovery from Safety Surety Company. In your audit of Friendly
Finance you find that the Company has recorded an account receivable of $15,000
from Safety in anticipation of collection of its claim.
Required:
Is Friendly justified in recording the account receivable? Explain.
Part b. James Harper borrowed $20,000 from Franklin Jackson. William Sam
son & Company, a customer of Harper’s, was the surety on the loan. Harper
became insolvent and defaulted on several debts owed to his creditors. Jackson
joined with several other creditors in petitioning for an involuntary bankruptcy
proceeding against Harper. Harper was duly adjudicated a bankrupt and his
assets distributed to creditors. Jackson seeks to hold Samson & Company on the
surety undertaking to the extent he was not satisfied on the loan. Samson & Com
pany wants to be reimbursed by Harper to the extent it is liable to Jackson. You
are the accountant for Samson & Company and are concerned with the effect of
the above facts upon Samson & Company’s balance sheet.
Required:
1. How should Jackson’s rights against Samson & Company be treated?
Explain.
2. What effect will Harper’s discharge in bankruptcy have against any claim
to reimbursement that Samson & Company may have? Explain.
Part c. Thomas Fredrickson became a noncompensated surety on a debt owed
by Martin Cuff to Walter Hutchins. Cuff defaulted on the loan and sought an
extension of time in which to repay. Hutchins refused to extend the time of repay
ment and after waiting more than a month demanded payment by Fredrickson.
Fredrickson refused to pay claiming he had not been notified promptly of Cuff’s
default and that in any event he was not liable until Hutchins exhausted his
remedies against the principal debtor, Cuff. H e suggested that Hutchins sue Cuff.
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Required:
1. What is the effect on the surety’s undertaking of a failure to give prompt
notice of default? Explain.
2. Must a creditor exhaust his remedies against the debtor before proceeding
against the surety? Explain.
3. What would have been the effect upon Fredrickson’s liability if Hutchins
had granted Cuff’s request for a binding extension of time? Explain.

Number 6 (Estimated time— 25 to 30 m inutes)
Arthur purchased securities from William, giving William his check payable to
William’s order and drawn on Produce Bank in payment. At William’s insistence,
the check was endorsed by Arthur’s friend, Gregory, before it was delivered.
William then endorsed the check to the order of Robert, “without recourse,” and
it was accepted by Robert in payment of a debt owed him by William. Robert
endorsed the check in blank and delivered it to his son, Charles, as a birthday
gift. Arthur has discovered that the securities sold him by William are worthless
and has directed Produce Bank to stop payment.
Required:
a. Identify the status of all parties to the check described above at each step
in its negotiation, explaining such identifications.
b. When Produce Bank refuses to pay Charles on the check and Charles sues
Arthur, may Arthur assert the defense of failure of consideration against Charles?
Explain.
c. Assuming Charles knew Gregory signed the check as an accommodation to
William and received no value for his accommodation, may Charles nevertheless
recover from Gregory on the Bank’s failure to honor the check? Explain.
d. Assume Arthur has no defense on the check and is insolvent, that Charles
took the check from Robert for value and that the Bank refused to pay the check
for lack of funds in Arthur’s account. Discuss the rights and liabilities of Charles,
Robert, William and Gregory.

Number 7 (Estimated time— 20 to 25 m inutes)
Zeta Corporation is insolvent. It has 20 unsecured creditors and three creditors
who have liens on its assets. Zeta, while insolvent, paid $20,000 to Jones, one of
its unsecured creditors, in partial payment of goods sold and delivered by Jones
to Zeta six months earlier. Adams, one of the secured creditors, loaned Zeta
funds ten months ago and, two months ago, when he knew Zeta was insolvent,
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obtained from Zeta a security interest in the company’s accounts receivable which
he duly perfected under applicable state law. Collins, another of the secured
creditors, sold Zeta some machinery six months ago and obtained a security
interest therein which he has neglected to perfect. Barton, the remaining secured
creditor, holds a mortgage on Zeta’s plant which he obtained two years ago and
which is duly filed and recorded under applicable state law.
Required:
a.

Has Zeta committed an act of bankruptcy? Explain.

b. Assuming Zeta has committed an act of bankruptcy, how many of its
creditors must join in an involuntary petition in bankruptcy? How much in
provable claims must such petitioning creditors have? Explain.
c. Assume an involuntary petition has been filed against Zeta and Zeta has
been adjudicated bankrupt, all other facts recited above remaining the same. Dis
cuss the rights of Adams, Collins and Barton in relation to Zeta’s trustee in
bankruptcy.
d. Assuming Jones received a preference, might the trustee be able to re
cover the $20,000 from Jones? Explain.

Number 8 (Estimated time— 20 to 25 m inutes)
Part a. Korn, a fur coat manufacturer, wished to promote a new style of coat
and approached Carter’s Department Stores, Inc. with the following proposal: If
Carter would allow Korn to sell the coats on a “special promotion” in Carter’s
store for two days, Korn would split all profits with Carter on a 50-50 basis and
give Carter exclusive rights to sell the coats in the area thereafter if Carter so
desired. The “special promotion” sale was to be conducted by Korn’s personnel,
Carter was to furnish Korn with counter space in the store and space in the fur
storage vault of the store for keeping the coats during nonbusiness hours. Carter
agreed to this proposition. After the close of business on the first day of the
promotion, the fur storage vault having been secured in the usual manner, Carter’s
was burglarized and Korn’s coats were stolen from the vault. Korn asserts that
Carter must make good his loss.
Required:
1. Describe the relationship between Carter and Korn.
2. On the facts given, was Carter liable to Korn? Explain.
3. Assuming Carter is liable to and pays Korn and has a floater theft insurance
policy on merchandise in the store, may the insurer defend against Carter’s claim
on the policy on the ground that Carter had no insurable interest in the coats?
Explain.
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Part b. Devlin warehoused grain for Smith, Jones and Roe, who were grain
dealers. Devlin was also a grain dealer. In January, Devlin received 5,000 bushels
of grain from Smith and issued a negotiable warehouse receipt to Smith for the
grain. In February, Devlin received 10,000 bushels of grain from Jones and issued
a negotiable warehouse receipt to Jones for the grain. In March, Devlin issued a
negotiable warehouse receipt to Roe for 10,000 bushels of grain which Roe prom
ised to deliver in April. Roe thereupon negotiated the receipt for value to Tucker.
In April, there then being 15,000 bushels of grain in Devlin’s warehouse, Devlin
sold and delivered 10,000 bushels to Mayberry, a local baker. Roe did not deliver
the 10,000 bushels and has disappeared. Smith, Jones and Tucker now present
their receipts to Devlin and demand delivery of the grain evidenced thereby.
Required:
1. Assuming none of the grain in the warehouse belonged to Devlin at any
time, discuss the relationships, rights and liabilities between Devlin, Smith, Jones
and Tucker.
2. Assume Devlin is insolvent. What are the rights of Smith, Jones and
Tucker in the 5,000 bushels remaining in Devlin’s warehouse? May they, or any
of them, recover the 10,000 bushels or their value from Mayberry? Explain.

EXAMINATION IN THEORY OF ACCOUNTS
May 8, 1970; 1:30 p.m. to 5:0 0 p.m.
All questions are required.
Number 1 (Estimated time— 25 to 30 m inutes)
Instructions
Select the best answer for each of the following items. Write your answer choice
on a separate answer sheet, marking only one answer for each item.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Item
XX.

Opinions of the Accounting Principles Board apply only to items that are
a. Immaterial.
b. Material and significant.
c. In excess of 10 percent of net income.
d. In excess of 20 percent of net income.
Answer Sheet

x x . b.
Items to be Answered
1. Working capital is
a. The group of assets which enables the business to operate profitably.
b. Capital which has been reinvested in the business.
c. Unappropriated retained earnings.
d. Current assets less current liabilities.
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2. For a time after undergoing a quasi-reorganization, the retained earnings
of a corporation must be
a. Appropriated.
b. Dated when presented on a balance sheet.
c. Maintained at zero.
d. Considered as belonging to the company’s creditors.
3. A principal objection to the straight-line method of depreciation is that it
a. Provides for the declining productivity of an aging asset.
b. Ignores variations in the rate of asset use.
c. Tends to result in a constant rate of return on a diminishing invest
ment base.
d. Gives smaller periodic write-offs than decreasing charge methods.
4. If the work-in-process inventory has increased during the period,
a. Cost of goods sold will be greater than cost of goods manufactured.
b. Cost of goods manufactured will be greater than cost of goods sold.
c. Manufacturing costs (production costs) for the period will be greater
than cost of goods manufactured.
d. Manufacturing costs for the period will be less than cost of goods
manufactured.
5. During 1969 Italy Company had total manufacturing costs of $180,000; it
completed 14,000 units of product of which 4,000 units were one-half completed
in 1968, and it started production on an additional 6,000 units which were one-half
complete at the end of 1969. Average production cost per unit for 1969 was
a. $18.
b. $16.36.
c. $12.
d. $9.
6. When the conventional retail inventory method is used, markdowns are
commonly ignored in the computation of the cost to retail ratio because
a. There may be no markdowns in a given year.
b. This tends to give a better approximation of the lower of cost or
market.
c. Markups are also ignored.
d. This tends to result in the showing of a normal profit margin in a
period when no markdown goods have been sold.
7. A major advantage of the retail inventory method is that it
a. Permits companies which use it to avoid taking an annual physical
inventory.
b. Gives a more accurate statement of inventory costs than other methods.
c. Hides costs from customers and employees.
d. Provides a method for inventory control and facilitates determination
of the periodic inventory for certain types of companies.
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8. A company has been using the LIFO cost method of inventory valuation
for 15 years. Its 1969 ending inventory was $15,000 but it would have been
$26,000 if FIFO had been used. Thus, if FIFO had been used, this company’s
net income before taxes would have been
a. $11,000 less over the 15-year period.
b. $11,000 greater over the 15-year period.
c. $11,000 greater in 1969.
d. $11,000 less in 1969.
9. If inventory levels are stable or increasing, an argument which is not in
favor of the LIFO method as compared to FIFO is
a. Income taxes tend to be reduced in periods of rising prices.
b. Cost of goods sold tends to be stated at approximately current cost
in the income statement.
c. Cost assignments typically parallel the physical flow of the goods.
d. Income tends to be smoothed as prices change over time.
10. An inventory pricing procedure in which the oldest costs incurred rarely
have an effect on the ending inventory valuation is
a. FIFO.
b. LIFO.
c. Conventional retail.
d. Weighted average.
11. Pacer Company purchased 800 of the 1,000 outstanding shares of Queen
Company’s common stock for $80,000 on January 2, 1969. During 1969
Queen Company declared dividends of $8,000 and reported earnings for the
year of $20,000.
If Pacer Company uses the equity method of accounting for its invest
ment in Queen Company, its Investment in Queen Company account at Decem
ber 31, 1969 should be
a. $96,000.
b. $89,600.
c. $86,400.
d. $80,000.
12. Refer to the facts in item 11 above.
If Pacer Company uses the cost method of accounting for its investment
in Queen Company, its Investment in Queen Company account on December 31,
1969 should be
a. $96,000.
b. $86,400.
c. $80,000.
d. $73,600.
13. The advantage of relating a Company’s bad debt experience to its accounts
receivable is that this approach
a. Gives a reasonably correct statement of receivables in the balance
sheet.
b. Relates bad debts expense to the period of sale.
c. Is the only generally accepted method for valuing accounts receivable.
d. Makes estimates of uncollectible accounts unnecessary.
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14. Gordon Corporation has 50,000 shares of $10 par value common stock
authorized, issued, and outstanding. All 50,000 shares were issued at $12 per
share. Retained earnings of the company are $60,000.
If 1,000 shares of Gordon common were reacquired at $15 and the retire
ment (par value) method of accounting for treasury stock were used,
a. Stockholders’ equity would increase $15,000.
b. Capital in excess of par would decrease by at least $2,000.
c. Retained earnings would decrease $5,000.
d. Common stock would decrease $15,000.
15. Refer to the facts in item 14 above.
If the 1,000 shares were acquired by stockholder donations,
a. Total stockholders’ equity would be the same regardless of whether
the cost or the retirement (par value) method were used.
b. Book value per share of Gordon common stock would decrease.
c. Stated capital would decrease and creditor protection would be re
duced.
d. Assets would increase.
16. Refer to the facts in item 14 above.
If the 1,000 shares that were reacquired were reissued at $11 per share
and the cost method were used,
a. Book value per share of common would decrease.
b. Retained earnings would decrease $11,000.
c. Donated Surplus would be credited for $5,500.
d. The Loss on Reissue of Treasury Stock account would be debited.
17. The directors of Corel Corporation, whose $40 par value common stock
is currently selling at $50 per share, have decided to issue a stock dividend. The
Corporation has an authorization for 200,000 shares of common, has issued
110,000 shares of which 10,000 shares are now held as treasury stock, and desires
to capitalize $400,000 of the Retained Earnings balance. To accomplish this, the
percentage of stock dividend that the directors should declare is
a. 10.
b. 8.
c. 5.
d. 2.
18. On December 31, 1969 when the Conn Company’s stock was selling at
$36 per share, its capital accounts were as follows:
Capital stock (par value $20, 100,000 shares issued) ............
Premium on capital stock ............................................................
Retained earnings .........................................................................

$2,000,000
800,000
4,550,000

If a 100 percent stock dividend were declared and the par value per share
remained at $20,
a. An entry need not be made to record the dividend.
b. Capital stock would increase to $5,600,000.
c. Capital stock would increase to $4,000,000.
d. Total capital would decrease.

T heory

of

A ccounts

171

19. Which of the following would not be included in the conventional form
of the statement of sources and application of funds?
a. Periodic amortization of premium on bonds payable.
b. Fully depreciated machinery scrapped.
c. Patents written off.
d. Treasury stock purchased from a stockholder.
20. Able Company reports its income from investments under the equity
method and recognized income of $15,000 from its investment in Tech Company
during the current year even though no dividends were declared or paid by Tech
Company during the year. On Able Company’s Statement of Sources and Applica
tions of Funds under the all financial resources concept the $15,000 must
a. Not be shown.
b. Be shown as funds provided from other sources.
c. Be shown as applied to investment.
d. Be shown as a deduction from net income in the funds provided by
operations section.

Number 2 (Estimated time— 25 to 30 m inutes)
Bonanza Trading Stamps, Inc. was formed early this year to sell trading stamps
throughout the Southwest to retailers who distribute the stamps gratuitously to
their customers. Books for accumulating the stamps and catalogs illustrating the
merchandise for which the stamps may be exchanged are given free to retailers
for distribution to stamp recipients. Centers with inventories of merchandise
premiums have been established for redemption of the stamps. Retailers may not
return unused stamps to Bonanza.
The following schedule expresses Bonanza’s expectations as to percentages of a
normal month’s activity which will be attained. For this purpose, a “normal
month’s activity” is defined as the level of operations expected when expansion of
activities ceases or tapers off to a stable rate. The company expects that this level
will be attained in the third year and that sales of stamps will average $2,000,000
per month throughout the third year.
Month
6th
12th
18th
24th
30th

Actual Stamp Sales Merchandise Premium Purchases Stamp Redemptions
Percent
Percent
Percent
30%
60
80
90
100

40%
60
80
90
100

10%
45
70
80
95

Bonanza plans to adopt an annual closing date at the end of each 12 months
of operations.
Required:
a. Discuss the factors to be considered in determining when revenue should
be recognized in measuring the income of a business enterprise.
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b. Discuss the accounting alternatives that should be considered by Bonanza
Trading Stamps, Inc. for the recognition of its revenues and related expenses.
c. For each accounting alternative discussed in “b.” above, give balance sheet
accounts that should be used and indicate how each should be classified.

Number 3 (Estimated time— 25 to 30 m inutes)
APB Opinion No. 15 discusses the concept of common stock equivalents and
prescribes the reporting of primary earnings per share and fully diluted earnings
per share.
R e q u ir e d :

a. Discuss the reasons why securities other than common stock may be con
sidered common stock equivalents for the computation of primary earnings per
share.
b. Define the term “senior security” and explain how senior securities which
are not convertible enter into the determination of earnings per share data.
c. Explain how convertible securities are determined to be common stock
equivalents and how those convertible senior securities which are not considered
to be common stock equivalents enter into the determination of earnings per share
data.
d. Explain the treasury stock method as it applies to options and warrants in
computing primary earnings per share data.

Number 4 (Estimated time— 25 to 30 m inutes)
Although cash generally is regarded as the simplest of all assets to account for,
certain complexities can arise for both domestic and multinational companies.
Required:
a.

What are the normal components of cash?

b. Under what circumstances, if any, do valuation problems arise in connec
tion with cash?
c. Unrealized and/or realized gains or losses can arise in connection with
cash. Excluding consideration of price-level changes, indicate the nature of such
gains or losses and the context in which they can arise in relation to cash.
d.

1.
2.

How might it be maintained that a gain or a loss is incurred by hold
ing a constant balance of cash through a period of price-level change?
Identify and give a justification for the typical accounting treatment
accorded these gains or losses.

T heory
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Number 5 (Estimated time— 25 to 30 m inutes)
Lexton Corporation acquired a new machine by trading in an old machine and
paying $24,000 in cash. The old machine originally cost $40,000 and had accumu
lated depreciation at the date of exchange of $30,000. The new machine could
have been purchased outright for $50,000 cash.
This transaction could be recorded by either of the two following methods:
Method 1

Debit

Machinery ............................................................................
Accumulated depreciation ...................................................
Gain on disposal of fixed a s s e ts ..............................
Cash ..............................................................................
Machinery ...................................................................

Credit

$50,000
30,000
$16,000
24,000
40,000

Method 2
Machinery ............................................................................
Accumulated depreciation ...................................................
Cash ..............................................................................
Machinery ....................................................................

34,000
30,000
24,000
40,000

Required:
a. Identify and discuss the reasons for recording the above transaction using
Method 1.
b. Identify and discuss the reasons for recording the above transaction using
Method 2.
c. Using the theoretically preferable method, give the entry to record the
above transaction if the new machine had a nominal list price of $52,000, was
commonly selling for $50,000 cash, and Lexton Corporation were allowed $28,000
for its old machine. Explain.

Number 6 (Estimated time— 25 to 30 minutes)
You discover an account entitled “Reserve for Self-Insurance” in the ledger of
a new client.
Required:
a.

1.
2.

Explain the meaning of the term “self-insurance.”
Under what circumstances might an enterprise choose to follow a
policy of “self-insurance” on its plant assets?

b.

1.

Indicate two alternative approaches to establishing the “Reserve for
Self-Insurance.”
Give the journal entries to be made under each approach (a) prior to
and (b) when a loss occurs.

2.
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3.

Give the balance sheet classification of the “reserve” under each ap
proach.

c. For each of the alternatives given in “b. 1.” above:
1. Indicate the circumstances under which the approach might be used.
2. Evaluate the theoretical propriety of the approach.

Number 7 (Estimated tim e— 25 to 30 minutes)
The Clark Company has a contract with a labor union that guarantees a mini
mum wage of $500 per month to each direct labor employee having at least 12
years of service. One hundred employees currently qualify for coverage. All direct
labor employees are paid $5.00 per hour.
The direct labor budget for 1970 was based on the annual usage of 400,000
hours of direct labor X $5, or a total of $2,000,000. Of this amount, $50,000
(100 employees X $500) per month (or $600,000 for the year) was regarded
as fixed. Thus the budget for any given month was determined by the formula,
$50,000 + $3.50 X direct labor hours worked.
Data on performance for the first three months of 1970 follow:
Direct labor hours w o rk e d ..............................
Direct labor costs b u d g eted ...........................
Direct labor costs incurred ...........................
Variance (U—unfavorable; F—favorable)

January

February

22,000
$127,000
$110,000
$ 17,000F

32,000
$162,000
$160,000
$ 2,000F

March
42,000
$197,000
$210,000
$ 13,000U

The factory manager was perplexed by the results, which showed favorable
variances when production was low and unfavorable variances when production
was high, because he believed his control over labor costs was consistently good.
Required:
a. Why did the variances arise? Explain and illustrate using amounts and dia
grams as necessary.
b. Does this direct labor budget provide a basis for controlling direct labor
cost? Explain, indicating changes that might be made to improve control over
direct labor cost and to facilitate performance evaluation of direct labor employees.
c. For inventory valuation purposes, how should per unit standard costs for
direct labor be determined in a situation such as this? Explain, assuming that in
some months fewer than 10,000 hours are expected to be utilized.

E x a m in a tio n , N o v e m b e r
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EXAM INATION IN ACCOUNTING PRACTICE— P A R T I
N ov em b er 4 , 1 9 7 0 ; 1 : 3 0 to 6 : 0 0 p .m .
N u m b er 1 (E stim a ted tim e— 5 0 to 6 0 m in u te s)
In stru ction s

Select the best answer choice for each of the following items which relate to a
variety of financial accounting problems. In determining your answer to each
item consider the information given in the lettered statement of facts preceding
each group of items. Unless you are told otherwise you should assume that each
item is independent of preceding item(s) in the group. Write your answer on a
separate sheet. Select only one answer for each item. Your grade will be determined
from your total of correct answers.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Lettered Statement of Facts
X. Gross billings for merchandise sold by Baker Company to its customers
last year amounted to $5,260,000; sales returns and allowances were $160,000.
Item
95.

Net
a.
b.
c.
d.

sales last year for Baker Company were
$5,260,000.
$5,200,000.
$5,100,000.
$5,000,000.
Answer Sheet
95. c.
175
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Item s to be A nsw ered

A.
Cain:

The following balance sheet is for the partnership of Able, Boyer and

Cash ................................... $ 20,000
Other a s se ts ........................
180,000

$200,000

Liabilities .......................... $ 50,000
Able, Capital (40% ) ___
37,000
Boyer, Capital (40% ) . . .
65,000
Cain, Capital (20% ) ___
48,000
$200,000

Figures shown parenthetically reflect agreed profit and loss sharing percentages.
1. If the assets are fairly valued on the above balance sheet and the partner
ship wishes to admit Day as a new 1/6 partner without recording goodwill or bonus,
Day should contribute cash or other assets of
a. $40,000.
b. $36,000.
c. $33,333.
d. $30,000.
2. If assets on the initial balance sheet are fairly valued, Able and Boyer
consent and Day pays Cain $51,000 for his interest; the revised capital balances
of the partners would be
a. Able, $38,500; Boyer, $66,500; Day, $51,000.
b. Able, $38,500; Boyer, $66,500; Day, $48,000.
c. Able, $37,000; Boyer, $65,000; Day, $51,000.
d. Able, $37,000; Boyer, $65,000; Day, $48,000.
3. If the firm, as shown on the original balance sheet, is dissolved and liqui
dated by selling assets in installments, the first sale of noncash assets having a book
value of $90,000 realizes $50,000 and all cash available after settlement with cred
itors is distributed; the respective partners would receive (to the nearest dollar)
a. Able, $8,000; Boyer, $8,000; Cain, $4,000.
b. Able, $6,667; Boyer, $6,667; Cain, $6,666.
c. Able, $0; Boyer, $13,333; Cain, $6,667.
d. Able, $0; Boyer, $3,000; Cain, $17,000.
4. If the facts are as in item 3 above except that $3,000 cash is to be with
held, the respective partners would then receive (to the nearest dollar)
a. Able, $6,800; Boyer, $6,800; Cain, $3,400.
b. Able, $5,667; Boyer, $5,667; Cain, $5,666.
c. Able, $0; Boyer, $1 1,333; Cain, $5,667.
d. Able, $0; Boyer, $1,000; Cain, $16,000.
5. If each partner properly received some cash in the distribution after the
second sale, the cash to be distributed amounts to $12,000 from the third sale and
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unsold assets with an $8,000 book value remain; ignoring items 3 and 4, p. 2, the
respective partners would receive
a. Able, $4,800; Boyer, $4,800; Cain, $2,400.
b. Able, $4,000; Boyer, $4,000; Cain, $4,000.
c. Able, 37/150 of $12,000; Boyer, 65/150 of $12,000; Cain 48/150
of $12,000.
d. Able, $0; Boyer, $8,000; Cain, $4,000.
B. The following data concerning the retail inventory method are taken from
the financial records of the Bandit Company.
Cost
Retail
Beginning inventory .........................................
Purchases .............................................................
Freight in .............................................................
Net markups ......................................................
Net markdowns ..................................................
Sales ...................................................................
6.

$18,600
91,000
1,400

$ 30,000
154,000
1,000
1,740
156,760

The ending inventory at retail should be
a. $28,240.
b. $27,980.
c. $27,240.
d. $26,500.

7. If the ending inventory is to be valued at approximately the lower of cost
or market, the calculation of the cost to retail ratio should be based on goods
available for sale at (1) cost and (2) retail respectively of
a. $111,000 and $186,740.
b. $111,000 and $185,000.
c. $111,000 and $182,260.
d. $109,600 and $184,000.
8. If the ending inventory for the current period at cost amounts to $15,900,
it appears that the rate of mark-on for the current period as compared to that for
the preceding period was
a. The same.
b. Higher than before.
c. Lower than before.
d. Indeterminate.
9. If the foregoing figures are verified and a count of the ending inventory
reveals that merchandise actually on hand amounts to $25,000 at retail, ignoring
tax consequences the business has
a. Realized a windfall gain of approximately $1,500.
b. Sustained a loss in terms of cost of approximately $900.
c. Sustained a loss in terms of cost of approximately $1,500.
d. No gain or loss as there is close coincidence of the inventories.
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10. If the LIFO inventory method were used in conjunction with the data,
the ending inventory at cost would be
a. $16,430.
b. $16,060.
c. $15,980.
d. $15,900.
11. Assuming that the LIFO inventory method were used in conjunction with
the data and that the inventory at retail had increased during the period, then the
computation of retail in the cost to retail ratio would
a. Exclude both markups and markdowns and include beginning
inventory.
b. Include markups and exclude both markdowns and beginning inven
tory.
c. Include both markups and markdowns and exclude beginning in
ventory.
d. Exclude markups and include both markdowns and beginning in
ventory.
C. The following gross margin data are taken from the financial records of
the Green Company:
Last
This
Period
Period
Sales ...................................................................
$300,000
$296,400
Cost of goods s o l d ............................................
200,000
203,300
Gross margin ....................................................
$100,000
$ 93,100

12. If it is known that volume declined 5% from the preceding period, then
it is evident that selling prices
a. Increased 7% .
b. Increased 4% .
c. Increased 3.8%.
d. Decreased 3.6%.
13. If it is known that volume declined 5% from the preceding period, then
it is evident that cost prices
a. Increased 7% .
b. Increased 6.5%.
c. Increased 1.65%.
d. Decreased 3.6%.
14. Suppose volume increased 1.65% from the preceding period, then it
is evident that cost prices
a. Did not change.
b. Declined 3.6%.
c. Declined 5%.
d. Declined 7%.
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15. If the change in sales is partially accounted for by a 4% increase in
selling prices, the amount of change in gross margin due to this single factor
would be
a. $15,600.
b. $12,000.
c. $11,400.
d. $6,900.
16. If the change in cost of goods sold is partially accounted for by a 7%
increase in cost prices, the amount of change in gross margin due to this single
factor would be
a. $14,000.
b. $13,300.
c. $6,900.
d. $3,600.
D. The summarized balance sheets of Sweets Candy Company and Honey
Wrapper Company as of December 31, 1968 are as follows:
Sw eets Candy C om pany
BALANCE SH EET
D ecem b er 3 1 , 1 9 6 8

Assets

....................................................

$600,000

Liabilities ................................................
Capital s to c k ............................................
Retained earnings ...................................
Total equities .........................................

$150,000
300,000
150,000
$600,000

H o n ey W rapper C om pany
BALANCE SH EET
D ecem b er 3 1 , 1 9 6 8

Assets

.......................................................

$400,000

Liabilities ................................................
Capital s to c k ............................................
Retained earnings ...................................
Total equities ..........................................

$100,000
250,000
50,000
$400,000

17. If Sweets Candy Company acquired a 90% interest in Honey Wrapper
Company on December 31, 1968 for $290,000 and the cost (or legal basis) method
of accounting for the investment was used, the amount of the debit to Investment
in Stock of Honey Wrapper Company would have been
a. $360,000.
b. $300,000.
c. $290,000.
d. $270,000.
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18. If Sweets Candy Company acquired an 80% interest in Honey Wrapper
Company on December 31, 1968 for $210,000 and the equity (or accrual) method
of accounting for the investment was used, the amount of the debit to Investment
in Stock of Honey Wrapper Company would have been
a. $320,000.
b. $240,000.
c. $210,000.
d. $200,000.
19. If Sweets Candy Company acquired a 90% interest in Honey Wrapper
Company on December 31, 1968 for $270,000 and during 1969 Honey Wrapper
Company had net income of $22,000 and paid a cash dividend of $7,000, apply
ing the cost method would give a debit balance in the Investment in Stock of Honey
Wrapper Company account at the end of 1969 of
a. $285,000.
b. $283,500.
c. $276,300.
d. $270,000.
20. If Sweets Candy Company acquired a 90% interest in Honey Wrapper
Company on December 31, 1968 for $270,000 and during 1969 Honey Wrapper
Company had net income of $30,000 and paid a cash dividend of $15,000, apply
ing the equity method would give a debit balance in the Investment in Stock of
Honey Wrapper Company account at the end of 1969 of
a. $285,000.
b. $283,500.
c. $276,300.
d. $270,000.
N um ber 2 (E stim a ted tim e---- 4 0 to 5 0 m in u te s)

The controller of Lafayette Corporation has requested assistance in determin
ing income, primary earnings per share and fully diluted earnings per share for
presentation in the Company’s income statement for the year ended September
30, 1970. As currently calculated, the Company’s net income is $400,000 for
fiscal year 1969-1970. The controller has indicated that the income figure might
be adjusted for the following transactions which were recorded by charges or
credits directly to retained earnings (the amounts are net of applicable income
taxes):
1. The sum of $375,000, applicable to a breached 1966 contract, was re
ceived as a result of a lawsuit. Prior to the award, legal counsel was uncertain about
the outcome of the suit.
2.

A gain of $300,000 was realized on the sale of a subsidiary.

3.

A gain of $80,000 was realized on the sale of treasury stock.

4. A special inventory write-off of $150,000 was made, of which $125,000
applied to goods manufactured prior to October 1, 1969.
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Your working papers disclose the following opening balances and transactions
in the Company’s capital stock accounts during the year:
1. Common stock (at October 1, 1969, stated value $10, authorized
300,000 shares; effective December 1, 1969, stated value $5, authorized 600,000
shares):
Balance, October 1, 1969—issued and outstanding 60,000 shares.
December 1, 1969—60,000 shares issued in a 2 for 1 stock split.
December 1, 1969—280,000 shares (stated value $5) issued at $39
per share.
2.

Treasury stock—common:
March 1, 1970—purchased 40,000 shares at $38 per share.
April 1, 1970—sold 40,000 shares at $40 per share.

3. Stock purchase warrants, Series A (initially, each warrant was exchange
able with $60 for one common share; effective December 1, 1969, each warrant
became exchangeable for two common shares at $30 per share):
October 1, 1969—25,000 warrants issued at $6 each.
4. Stock purchase warrants, Series B (each warrant is exchangeable with
$40 for one common share):
April 1, 1970—20,000 warrants authorized and issued at $10 each.
5. First mortgage bonds, 514% , due 1985 (nonconvertible; priced to
yield 5% when issued):
Balance October 1, 1969—authorized, issued and outstanding—the face
value of $1,400,000.
6. Convertible debentures, 7% , due 1989 (initially each $1,000 bond was
convertible at any time until maturity into 12½ common shares; effective Decem
ber 1, 1969 the conversion rate became 25 shares for each bond):
October 1, 1969—authorized and issued at their face value (no premium
or discount) of $2,400,000.
The following table shows market prices for the Company’s securities and
the assumed bank prime interest rate during 1969-1970:
Average for
Price (or Rate) at
Year Ended
April
September
October
September
1,
30,
1,
30,
1970
1970
1969
1970
Common stock
40
66
36¼
37½ *
First mortgage bonds
87
86
88½
87
120
Convertible debentures
100
119
115
22
Series A Warrants
6
19½
15
—
Series B Warrants
10
9
9½
Bank prime interest rate
8%
7¾ %
7¾ %
7½ %
*Adjusted for stock split
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R e q u ir e d :

a. Prepare a schedule computing net income as it should be presented in the
Company’s income statement for the year ended September 30, 1970.
b. Assuming that net income after income taxes for the year was $540,000
and that there were no extraordinary items, prepare a schedule computing (1) the
primary earnings per share and (2) the fully diluted earnings per share which
should be presented in the Company’s income statement for the year ended Sep
tember 30, 1970. A supporting schedule computing the numbers of shares to
be used in these computations should also be prepared. (Because of the relative
stability of the market price for its common shares, the annual average market
price may be used where appropriate in your calculations. Assume an income
tax rate of 48% with no surcharge.)
N um ber 3 (E stim a ted tim e— 5 0 to 6 0 m in u te s)

Mr. James Doe, age 66, and his wife Myra, age 55, have engaged you to
determine their joint federal taxable income for the year ended December 31, 1969.
Both are employed and their dependents are: their son George, a full-time college
student age 20, and Mrs. Doe’s mother, Mrs. Alfred age 76.
Mr. Doe, self-employed, owns and operates The Doe Company which man
ufactures and sells sprays and other supplies to retail nurserymen. The following
is a summarized income statement that has been prepared for The Doe Company
for 1969:
Sales (net of state salestaxes) .......................................
Gain on sale of equipment ............................................
Gain from condemnationofl a n d .......................................
Warehouse rental income ................................................
Less: Cost of goods s o ld ..................................................
Sales, payroll andotherbusiness taxes .................
Salaries ...................................................................
Insurance ...............................................................
Advertising .............................................................
Depreciation ...........................................................
Miscellaneous .........................................................
Net in co m e ..........................................................................

$203,800
380
6,700
4,600
102,110
5,100
38,080
2,860
1,540
4,700
16,420

$215,480

170,810
$ 44,670

The following information for 1969 relating to the above statement was found
in Company records:
1. The equipment which was purchased in 1965 for $6,000 was sold during
the year for $2,180 when its book value (and adjusted basis) was $1,800.
2. The land was a three-acre tract bought in 1967 for $3,300 to be used for
future factory expansion; it was condemned by the township in 1969 and Mr.
Doe was awarded $10,000; Mr. Doe purchased a three-acre replacement tract for
$8,400.
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3. The warehouse rental income includes a penalty of $1,000 paid by
Tenant A for a lease cancellation and an advance of $400 paid by Tenant B with
out restriction as to use to cover the last month of his lease expiring in 1970.
4. Cost of goods sold includes a $1,400 write-down for price reductions
anticipated in early 1970 on the inventory of chemicals.
5. Sales, payroll and other business taxes includes federal self-employment
tax of $538 and state consumer sales taxes of $857 which were collected by the
Company and remitted to the state.
6. Salaries include $12,000 paid to Mr. Doe and $800 paid to his son
George for two months of full-time work during the summer.
7. Insurance includes health insurance premiums of $800 ($640 paid for
key employees and $160 paid for Mr. Doe) and fire and other insurance premiums
of $180 paid on Mr. Doe’s personal residence.
8. Advertising includes Mr. Doe’s travel expense of $160 to volunteer
testimony at state hearings on legislation affecting the wholesale nursery business
and a contribution of $200 to the Midwest Political Association’s lobbying fund.
The following information relating to 1969 was taken from personal records:
1. Mrs. Doe has been employed for many years as an executive secretary
in The Jay Company. Her 1969 salary was $9,600 plus fringe benefits which
included a fully-paid group health insurance premium of $130.
2. Mrs. Doe also exercised stock options under a qualified plan which she
was granted in 1965 when the market price was $30 per share. She purchased 300
shares of Jay Company capital stock at the option price of $30 in July 1969 when
the market price was $52; this price increased to $64 on December 31.
3. Interest credited to savings accounts but not withdrawn amounted to
$2,236 for Mr. and Mrs. Doe, $2,230 for George, and $460 for Mrs. Alfred.
4. Mr. and Mrs. Doe’s jointly-owned stock produced cash dividends of
$4,310 out of earnings from taxable domestic corporations and $1,560, net of
taxes, from foreign corporations.
5. Mr. and Mrs. Doe had long-term capital gains of $31,800 and short
term capital gains of $720 on sales of investments.
6. Medical expenses included qualified medicines and drugs of $970; un
reimbursed doctor and dentist bills of $356 (including $116 that was unpaid at
December 31) for Mr. Doe, $610 for Mrs. Doe, $880 for George and $524 for
Mrs. Alfred; unreimbursed hospital bills of $720 for Mrs. Alfred; and health in
surance premiums paid for George of $120.
7. In addition, Mr. Doe paid $2,400 (of which $900 was for meals and
lodging) to a nursing home where Mrs. Alfred stayed during the period JanuaryMay primarily because of the availability of medical care and $2,600 during JuneDecember for a housekeeper in the Doe residence who devoted 50% of her time
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to the nursing care of Mrs. Alfred. The family doctor recommended the use of
domestic help because Mrs. Alfred was unable to perform her regular household
duties.
8. Mrs. Doe received a reimbursement from her medical insurance for med
ical costs of $169 which had been paid and deducted in 1968 to reduce income
taxes.
9. In December Mrs. Doe terminated her Jay Company employment so as
to devote full time to the care of her mother and on December 31, 1969 received
a check for $30,000 in settlement of her share in the Jay Company’s qualified
noncontributory profit-sharing plan. This amount consisted of Company contribu
tions of $23,090 made through 1968 and $910 made in 1969 and an incremental
accumulation of $6,000.
10.

State income taxes paid or withheld amounted to $1,200.

11. Miscellaneous deductible personal payments not listed elsewhere amounted
to $9,385.
12.

The foreign tax credit on dividends received amounted to $170.

13. Mr. and Mrs. Doe made estimated tax payments of $36,000 and with
holdings from Mrs. Doe’s salary were $2,200 for federal income tax and $374
for social security tax.
R e q u ir e d :

Recognizing that all amounts above have been rounded to the nearest
dollar, prepare the following for Mr. and Mrs. Doe for the year ended December
31, 1969:
a. A schedule adjusting the Doe Company income statement to taxable
net profit.
b.

A schedule computing capital gains.

c.

A schedule computing joint taxable income.

Number 4 (Estimated time— 40 to 50 minutes)
The Bronson Company manufactures a fuel additive which has a stable selling
price of $40 per drum. Since losing a government contract, the Company has
been producing and selling 80,000 drums per month, 50% of normal capacity.
Management expects to increase production to 140,000 drums in the coming
fiscal year.
In connection with your examination of the financial statements of the Bron
son Company for the year ended September 30, 1970, you have been asked to
review some computations made by Bronson’s cost accountant. Your working
papers disclose the following about the Company’s operations:
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Standard costs per drum of product manufactured:
Materials:
8 gallons of miracle m i x .........................................
1 empty drum ...........................................................
Direct labor—1 hour ................................................
Factory o v e rh e a d ......................................................

2. Costs and expenses during September 1970:
Miracle mix:
500,000 gallons purchased at
cost of $950,000; 650,000
gallons used
Empty drums:
94,000 purchased at cost of
$94,000; 80,000 used
Direct labor:
82,000 hours worked at cost
of $414,100
Factory overhead:
Depreciation of building and
machinery (fixed)
Supervision and indirect labor
(semi-variable)
Other factory overhead
(variable)

$16
1
$ 17
$ 5
$ 6

$210,000
460,000
98,000
$768,000

3. Other factory overhead was the only actual overhead cost which varied
from the overhead budget for the September level of production; actual other
factory overhead was $98,000 and the budgeted amount was $90,000.
4. At normal capacity of 160,000 drums per month, supervision and
indirect labor costs are expected to be $570,000. All cost functions are linear.
5. None of the September 1970 cost variances are expected to occur pro
portionally in future months. For the next fiscal year, the cost standards depart
ment expects the same standard usage of materials and direct labor hours. The
average prices expected are: $2.10 per gallon of miracle mix, $1 per empty
drum and $5.70 per direct labor hour. The current flexible budget of factory
overhead costs is considered applicable to future periods without revision.
6.

The Company uses the two-variance method of accounting for overhead.

Required:
a. Prepare a schedule computing the following variances for September
1970: (1) materials price variance, (2) materials usage variance, (3) labor
rate variance, (4) labor usage (efficiency) variance, (5) controllable (budget or
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spending) overhead variance, and (6) volume (capacity) overhead variance. Indi
cate whether variances were favorable or unfavorable.
b. Prepare a schedule of the actual manufacturing cost per drum of pro
duct expected at production of 140,000 drums per month—using the following cost
categories: materials, direct labor, fixed factory overhead, and variable factory
overhead.

Number 5 (Estimated time— 40 to 50 minutes)
During your examination of the financial statements of Benjamin Industries,
the president requested your assistance in the evaluation of several financial man
agement problems in his home appliances division which he summarized for
you as follows:
1. Management wants to determine the best sales price for a new appliance
which has a variable cost of $4 per unit. The sales manager has estimated prob
abilities of achieving annual sales levels for various selling prices as shown in the
following chart:
Sales Level
(Units)
20,000
30,000
40,000
50,000

$ 4
—
—
50%
50%

$5
10%
50%
40%

Selling Price
$6
20%
40%
20%
20%

$ 7
80%
20%
—

2. The division’s current profit rate is 5% on annual sales of $1,200,000;
an investment of $400,000 is needed to finance these sales. The Company’s basis
for measuring divisional success is return on investment.
3. Management is also considering the following two alternative plans
submitted by employees for improving operations in the home appliances division:
Green believes that sales volume can be doubled by greater pro
motional effort, but his method would lower the profit rate to 4%
of sales and require an additional investment of $100,000.
Gold favors eliminating some unprofitable appliances and improv
ing efficiency by adding $200,000 in capital equipment. His methods
would decrease sales volume by 10% but improve the profit rate
to 7% .
4. Black, White, and Gray, three franchised home appliance dealers, have
requested short-term financing from the Company. The dealers have agreed to
repay the loans within three years and to pay Benjamin Industries 5% of net
income for the three-year period for the use of the funds. The following table
summarizes by dealer the financing requested and the total remittances (principal
plus 5% of net income) expected at the end of each year:

187

A ccounting P ractice—P art I

Financing requested .......................... . . .
Remittances expected at end of—
Year 1 ....................................... . . .
Year 2 .......................................
Year 3 .......................................

Black
$ 80,000

White
$ 40,000

Gray
$ 30,000

$ 10,000
40,000
70,000
$120,000

$ 25,000
30,000
5,000
$ 60,000

$ 10,000
15,000
15,000
$ 40,000

Management believes these financing requests should be granted only if the
annual pre-tax return to the Company exceeds the target internal rate of 20%
on investment. Discount factors (rounded) which would provide this 20% rate
of return are:
Year 1
.8
Year 2
.7
Year 3
.6
Required:
a. Prepare a schedule computing the expected incremental income for each
of the sales prices proposed for the new product. The schedule should include the
expected sales levels in units (weighted according to the sales manager’s estimated
probabilities), the expected total monetary sales, expected variable costs and the
expected incremental income.
b. Prepare schedules computing (1) the Company’s current rate of return
on investment in the home appliances division, and the anticipated rates of return
under the alternative suggestions made by (2) Green and (3) Gold.

c. Prepare a schedule to compute the net present value of the investment
opportunities of financing Black, White and Gray. The schedule should determine
if the discounted cash flows expected from (1) Black, (2) White and (3) Gray
would be more or less than the amounts of Benjamin Industries’ investment in
loans to each of the three dealers.

EXAMINATION IN ACCOUNTING PRACTICE— PART II
November 5, 1970; 1:30 to 6:00 p.m.
GROUP I
All problems are required.
Number 1 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer choice for each of the following items which relate to
federal income taxation. Write your answer on a separate sheet. The answers should
be selected in accordance with the current Internal Revenue Code and Tax Regula
tions. Select only one answer for each item. Your grade will be determined from
your total of correct answers.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Item
97.

In
a.
b.
c.
d.
e.

the computation of taxable income, corporations may not deduct
Contributions to qualified charities.
Interest on bonded indebtedness.
Salaries paid to executives.
Purchase of land for future plant site.
Advertisements in trade magazines.
Answer Sheet
97. d.

Item s to be A nsw ered

1. During 1969 three employees of ARX Corporation exercised options
which they were granted in 1966 according to a qualified stock option plan. When
granted, the option price was slightly more than the market price of the stock;
when the employees exercised their options, they obtained ARX stock with a
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market value of $37,000 for a payment of $12,000. The effect of the exercise of
these options on ARX Corporation’s taxable income would be
a. A long-term capital loss.
b. An additional compensation expense deductible in 1969.
c. An additional compensation expense deductible pro rata in the
period extending from date of grant to date of exercise.
d. A carryforward of the deduction for the additional compensation
until used up over five years.
e. None of the above.
2. A Corporation had taxable income in 1969 of $130,000 which included
a long-term capital gain of $8,000 from depreciation recapture under Sec. 1250.
Its tax liability for the year (assuming a normal tax rate of 22% , a surtax rate
of 26% on income in excess of $25,000 and a surcharge of 10% ) would be
a. $62,400.
b. $55,900.
c. $49,180.
d. $47,260.
e. None of the above.
3. During 1969 a strike halted manufacturing operations of Carpets, Inc.
for four months. Depreciation of its spinning and weaving machines per books
for 1969 using the straight-line method amounted to $216,000 (about 70% of
the total depreciation of plant and equipment for the year); its operations for
1969 resulted in a loss of $132,000 (after deducting depreciation). Due to the
curtailment of volume, the depreciation deduction for this equipment may be
reduced by
a. $92,400.
b. $72,000.
c. $44,000.
d. 0.
e. None of the above.
4. The books of Z-D Company, a partnership, show net income for 1969 of
$51,000 which included the following:
Short-term capital l o s s ................................................................. $(3,300)
Long-term capital gain (sale of securities) ............................
4,000
Gain from involuntary conversion
Long-term capital gain ...........................................................
1,400
Ordinary income (1245 Recapture Provision) ....................
800
Dividends subject to $100 exclusion .......................................
300
Assuming profits and losses are shared equally by Z and D, each partner’s
share of partnership income (excluding all partnership items which must be taken
into account separately) to be reported as taxable in 1969 would be
a. $25,500.
b. $24,450.
c. $24,300.
d. $23,900.
e. None of the above.
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5. In April 1969 RD contributed to a partnership $5,000 in cash and three
pieces of equipment which had a basis to him of $8,000 and a fair market value
of $10,000. He acquired the equipment in 1964 at a cost of $15,000. His capital
account was credited for $25,000, which constituted % of total partnership capital,
and goodwill was recorded for the difference. The tax effects to RD of this
transaction would be
a. Long-term capital gain of $2,000; short-term capital gain of $10,000.
b. Long-term capital gain of $2,000; ordinary income of $10,000.
c. Long-term capital gain of $12,000.
d. Long-term capital gain of $2,000.
e. None of the above.
6. X Corporation has incurred research and development costs for the
first time. For financial reporting it wishes to defer the costs by project and write
them off over the future years benefited; for tax purposes it wishes to write the
costs off in the year incurred. X must
a. Write off the costs over 5 years or more.
b. Write off the costs over 3 years or more.
c. Write off the costs in the years of benefit or when loss can be de
termined.
d. Write off the costs according to prior written agreement with the
Internal Revenue Service.
e. Do none of the above.
7. Y Corporation charged the following payments to advertising expense in
1969: (1) Travel expense of $78 for president to offer voluntary testimony at
the state capital against proposed legislation regarded as unfavorable to its busi
ness; (2) Christmas gifts to 10 major customers at $50 each; (3) Contribution
of $1,000 to an ad hoc committee of the Corporation’s industry association to
help cover costs of circulars, TV and newspaper advertisements, etc., . . . to defeat
proposed state legislation; the maximum deduction that Y can take for these
payments is
a. $1,578.
b. $1,078.
c. $578.
d. $328.
e. None of the above.
8. For 4 years S Corporation has been using the straight-line method and
an estimated life of 8 years with no salvage value in computing depreciation for
item 8S. Changed conditions justify a revision of the estimated useful life of the
item to 10 years with no salvage value. The tax effect of this revision will be
annual depreciation charges over the remaining useful life of this item of
a. 16⅔ % of the original basis.
b. 16⅔ % of the adjusted basis.
c. 12½ % of the original basis.
d. 10% of the original basis.
e. None of the above.
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9. The stockholders of L Corporation adopted a plan of liquidation pursuant
to Sec. 337 on January 31, 1969. Within 12 months the Corporation sold its
property (including $220,000 of inventory) to an unrelated third party in one
transaction and immediately distributed cash of $900,000 to stockholders in com
plete liquidation. Corporate retained earnings immediately prior to the distribution
were $170,000. The aggregate stockholders’ adjusted bases in the stock was
$660,000. The tax effects of the liquidation to stockholders would be
a. Ordinary income of $220,000; capital gain of $20,000.
b. Ordinary income of $170,000; capital gain of $70,000.
c. Ordinary income of $170,000; capital gain of $240,000.
d. No ordinary income; capital gain of $240,000.
e. None of the above.
10. Assume the same facts as in item 9 with the added information that the
L Corporation sold its assets for $250,000 more than their adjusted basis, that
no part of the sale’s proceeds represents amounts previously deducted for the cost
of the items sold and that the proceeds do not relate to any recapture provisions;
the recognized gain to the L Corporation would be
a. $250,000.
b. $125,000.
c. $80,000.
d. $0
e. None of the above.
11. AX Corporation has adopted the Internal Revenue Service procedure
of grouping its assets into guideline classes. The group, office furniture, fixtures,
machines and equipment, has a total basis of $100,000 and is assigned a useful life
of 10 years. Salvage value is a 20% factor and the Corporation computes its de
duction under the double-declining-balance method. The class life being used is
a. 12½ years.
b. 10 years.
c. 8 years.
d. 5 years.
e. None of the above.
12. Assume as in item 11 that AX Corporation has adopted the guideline
procedure and that it has applied the reserve ratio test to prove that the deprecia
tion reserve for assets in one guideline class bears a reasonable relationship to the
basis of those assets. The result of this test is that the actual reserve ratio for the
guideline class is 60% while 63.8% is the upper limit of the appropriate reserve
ratio range. From this it would be reasonable to conclude that
a. Corporate retirement and replacement practices are consistent with
the class life used.
b. The taxpayer is not using a proper class life.
c. The Corporation will be required to justify the useful life with addi
tional facts and circumstances.
d. It will be necessary for the Corporation to apply the transitional
allowance rule.
e. None of the above are true.
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13. RX Corporation, not a Subchapter S (tax option) corporation, had a
deficit of $50,000 at the end of 1968. Its net income after taxes in 1969 was
$20,000 (including a long-term capital gain of $5,000). It made distributions
to stockholders of $10,000 in 1969. RX Corporation should describe these pay
ments as
a. Ordinary dividends, 100%.
b. Ordinary dividends, 75% ; long-term capital gain, 25%.
c. Ordinary dividends, 50% ; long-term capital gain, 50%.
d. Ordinary dividends, 50% ; return of capital, 50%.
e. None of the above.
14. On September 12, 1969 R Corporation purchased special production
equipment by giving a note having a face amount of $22,800 which covered the
invoice price of $21,790, freight of $210 and interest of $800. In addition, instal
lation costs were $400. The maximum basis of this equipment that would be
acceptable for tax purposes is
a. $24,210.
b. $23,200.
c. $22,800.
d. $22,400.
e. None of the above.
15. The Internal Revenue Service has disallowed a portion of the compen
sation paid to stockholder-officers of a closely-held corporation. The excessive
amounts were not in proportion to stockholdings. The corporation loses deduction
of the excess payments in the current year and
a. Must regard the excess payments as a return of capital and so re
port them to the recipients.
b. May capitalize the excess payments as goodwill and amortize this
amount over five years.
c. May carry the excess payments forward five years until used up.
d. May apply this excess against capital gains in current and future
years.
e. None of the above.
16. The books of RA Corporation for 1969 show a net income of $550,000
after deducting a charitable contribution of $50,000. The contribution was auth
orized by the board of directors on December 25, 1969 and was actually paid
January 31, 1970. Assuming RA Corporation to be on an accrual basis, it may
a. File a proper election, claim a deduction of $30,000 and carry
the remainder over five succeeding tax years.
b. File a proper election and claim a 1969 deduction in the amount
of $50,000.
c. File a proper election, claim a 1969 deduction of $27,500 and carry
the remainder over five succeeding tax years.
d. Not gain a contribution deduction for 1969 under any circumstances.
e. Do none of the above.
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17. On July 10, 1969 XB Corporation purchased factory equipment installed
for $14,600. Salvage value was estimated at $1,000. By agreement with the
Internal Revenue Service, the equipment will be depreciated over eight years using
the double-declining-balance method. XB also elected to take the full first-year
bonus depreciation. Counting the year of acquisition as one-half year, XB would
deduct 1969 depreciation on this equipment of
a. $3,925.
b. $3,575.
c. $3,450.
d. $2,925.
e. $2,575.
18. On October 1, 1965 XC Corporation purchased ten electric typewriters
for $3,500. On October 1, 1969 these ten typewriters were donated to a qualified
charitable organization. At the date of the contribution, accumulated depreciation
on a straight-line basis was $1,400 and the fair market value was $2,700. Corporate
income before any deduction for charitable contributions was $50,000. The Cor
poration may deduct
a. $2,700.
b. $2,500.
c. $2,365.
d. $2,100.
e. None of the above.
19. On August 1, 1968 the XA Company acquired a factory building and
land for $1,250,000 of which $50,000 represented the cost of the land. The Com
pany expanded operations rapidly and moved to a larger factory selling this land
and building on August 1, 1969 for $1,315,000 of which $50,000 was for the
land. Accumulated depreciation was recorded to the date of sale using the doubledeclining-balance method with estimates of no salvage value and a 40-year life. The
tax effects of the sale would be
a. Ordinary income of $125,000.
b. Capital gain of $125,000.
c. Ordinary income of $30,000; capital gain of $95,000.
d. Ordinary income of $24,000; capital gain of $101,000.
e. None of the above.
20. Assume the same facts as in item 19 above except that XA Company
sells the land and building on August 1, 1980 for $900,000 (of which $50,000 was
for the land) and double-declining-balance depreciation recorded for tax purposes
to that date is $520,000. The tax effects of its sale of the plant would be
a. Ordinary income of $170,000.
b. Capital gain of $170,000.
c. Ordinary income of $112,000; capital gain of $58,000.
d. Ordinary income of $160,000; capital gain of $10,000.
e. None of the above.
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N um ber 2 (E stim a ted tim e— 4 0 to 5 0 m in u te s)

White Brothers Manufacturing Company was dissolved as a partnership on
October 31, 1970. In order to obtain additional capital a new company called the
White Manufacturing Corporation was incorporated in October and commenced
business on November 1, 1970.
The trial balance of White Manufacturing Company at October 31, 1970,
the close of its fiscal year, is as follows:
W h ite M anufacturing C om pany
TRIAL BALANCE
O ctober 3 1 , 1 9 7 0

Cash .......................................................................... . .
Notes receivable......................................................
Installment contracts receivable............................
Accounts receivable ................................................
Allowance for doubtful a cco u n ts..........................
Inventories ...............................................................
Marketable securities ...........................................
Plant, property and equipment ............................
Allowance for depreciation—plant, property
and equipment ..............................................
Accounts payable ..................................................
Deferred gross profit on installment s a le s ...........
Ed White, Capital ..................................................
Ed White, Drawing ................................................
Fred White, C a p ita l................................................
Fred White, D raw in g ..............................................
Greg White, C a p ita l................................................
Greg White, D raw in g ..............................................
Revenue ...................................................................
Cost of s a le s .............................................................
Operating expenses ................................................

Credit

Debit
$ 50,000
10,000
58,000
80,000
$

6,000

60,000
30,000
190,000
70,000
105,000
22,000
62,000
15,000
70,000
16,000
72,000
18,000
870,000
500,000
250,000
$1,277,000

$1,277,000

The following information was available and unrecorded at October 31, 1970:
1. Approximately one-fourth of total sales are on the installment basis
with payment periods of two to five years. In the past the partnership used the
installment method of recognizing gross profit in proportion to cash collections.
The three partners, Ed White, Fred White and Greg White, agreed that it would
be more appropriate to recognize the full gross profit at the time of making an
installment sale. All deferred gross profits on installment sales prior to incorpora
tion are to be recognized in the year ending October 31, 1970. It is estimated that
the collection and repossession expense to be incurred in connection with the in
stallment contracts receivable at that date will be $8,000.
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2. A customer, Wise Company, was in bankruptcy. Under a settlement
approved by the court, $4,500 of the account receivable from Wise Company will
be uncollectible.
3. The doubtful accounts among notes receivable, installment contracts re
ceivable and accounts receivable excluding that of Wise Company were estimated
to be $ 11,000.
4.

Accrued interest on notes receivable was $300.

5.

The net realizable value of the inventory was $63,000.

6.

Marketable securities had a net current value of $21,900.

7.

The current value of plant, property and equipment was $147,000.

8.

Profits and losses were divided equally among the three partners.

9. Fifty thousand shares of common stock with a par value of $10 per share
were authorized and 10,000 shares were issued to the public for cash at $12 per
share on October 31, 1970.
10. Cash distributions were made to the partners as follows: Ed White,
$5,900; Fred White, $12,900; and Greg White, $12,900. Each partner received
10,000 shares of stock in exchange for his share of the partnership’s net assets
including goodwill.
R e q u ir e d :
a. Complete a worksheet to adjust the trial balance of White Brothers
Manufacturing Company at October 31, 1970 to the opening balances for White
Manufacturing Corporation by giving effect to the above information. Formal jour
nal entries are not required. Do not consider income taxes.
b. Prepare a schedule to present your computations of the goodwill which
is to be recorded.

N um ber 3 (E stim a ted tim e— 4 0 to 5 0 m in u te s)

You are engaged in the annual examination of The Mountainview Corporation,
a wholesale office supply business, for the year ended September 30, 1970. A
review of internal control has revealed substantial weaknesses. You have been
assigned to examine the accounts receivable.
The following information is available at September 30, 1970:
1. The general ledger accounts for accounts receivable and the allowance
for doubtful accounts have debit balances of $780,430 and $470, respectively.
The total of accounts receivable in the subsidiary ledger is $768,594.
2. In preparing to confirm accounts receivable you find that the amounts
vary greatly in size and decide upon a three-strata procedure. You will use (a)
negative confirmation requests for accounts of less than $200; (b) positive con
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firmation requests, unrestricted random sampling and the technique of estimation
sampling for variables for accounts of $200 to $2,000; and (c) positive confirma
tion requests for all accounts of $2,000 or more.
3. Your review of accounts receivable and discussions with the client dis
close that the following items are included in the accounts receivable (of both the
control and the subsidiary ledgers):
a. Accounts with credit balances total $1,746.
b. Receivables from officers total $8,500.
c. Advances to employees total $1,411.
d. Accounts that are definitely uncollectible total $1,187.
4. Uncollectible accounts are estimated to be ½ % of the year’s net credit
sales of $15,750,000.
5. The confirmations and analysis of the subsidiary ledger provide the fol
lowing information:
a.

The 1,270 subsidiary ledger accounts with balances of less than
$200 total $120,004. Twenty-seven confirmations show a net over
statement of $970. The client agrees that these errors were made.

b.

The 625 subsidiary ledger accounts with balances of $200 to $2,000
total $559,875. The following errors were reported in the replies
received from the random sample of 50 positive confirmation requests
(the appropriateness of a sample of 50 items was determined statis
tically based upon desired levels of precision and reliability and
investigation established that the customers were correct):

Customer
Customer
Customer
Customer
Customer
Customer
Customer
Customer

#714
#107
#101
#514
#909
#445
#399
#184

Balance
per Books
$ 847
500
1,900
206
1,400
400
1,700
557
$7,510

Correct
Balance
$ 827
400
2,100
196
1,250
—
1,300
597
$6,670

Subsidiary ledger balances of $37,280 were affirmed in the replies
to all of the remaining 42 positive confirmation requests.
c.

The 28 accounts with balances of $2,000 and above comprise the
remainder of the accounts receivable subsidiary ledger. Investigation
established that errors existed in 5 of these accounts and that the
net overstatement is $4,570.
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Required:

a. Prepare any journal entry (entries) required (1) to reclassify items
which are not trade accounts receivable, (2) to write off uncollectible accounts and
(3) to adjust the allowance for doubtful accounts.
b. Using the arithmetic mean of the sample as a basis, prepare a schedule
computing an estimate of the dollar amount of the middle stratum of accounts
receivable at September 30, 1970. (Do not compute the standard deviation.)
c. Assuming that the net adjustment of accounts receivable computed in
part “a” was $10,000 and that the estimate of the middle stratum in part “b” was
$600,000, prepare a schedule computing an estimate of total trade accounts re
ceivable at September 30, 1970.

Number 4 (Estimated time— 40 to 50 minutes)
DeMars College has asked your assistance in developing its budget for the
coming 1971-72 academic year. You are supplied with the following data for the
current year:
1.

Average number of students per c la s s ........................
Average salary of faculty member ............................
Average number of credit hours carried each
year per student ..................................................
Enrollment including scholarship students ...............
Average faculty teaching load in credit hours per
year (10 classes of 3 credit hours) ...................

Lower
Upper
Division
Division
(Freshman- (Junior—
Senior)
Sophomore)
20
25
$10,000
$10,000
33
2,500

30
1,700

30

30

For 1971-72 lower division enrollment is expected to increase by 10%,
while the upper division’s enrollment is expected to remain stable. Faculty salaries
will be increased by a standard 5% , and additional merit increases to be awarded
to individual faculty members will be $90,750 for the lower division and $85,000
for the upper division.
2. The current budget is $210,000 for operation and maintenance of plant
and equipment; this includes $90,000 for salaries and wages. Experience of the
past three months suggests that the current budget is realistic, but that expected
increases for 1971-72 are 5% in salaries and wages and $9,000 in other expendi
tures for operation and maintenance of plant and equipment.
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3.

The budget for the remaining expenditures for 1971-72 is as follows:
Administrative and g e n e ra l........................ $240,000
Library .........................................................
160,000
Health and recreation .................................
75,000
Athletics .....................
120,000
Insurance and retirem ent............................
265,000
Interest ........................................................
48,000
Capital outlay ..............................................
300,000

4. The College expects to award 25 tuition-free scholarships to lower divi
sion students and 15 to upper division students. Tuition is $22 per credit hour and
no other fees are charged.
5.

Budgeted revenues for 1971-72 are as follows:
Endowments ................................................
Net income from auxiliary services...........
Athletics ......................................................

$114,000
235,000
180,000

The College’s remaining source of revenue is an annual support campaign
held during the spring.
Required:
a. Prepare a schedule computing for 1971-72 by division (1) the expected
enrollment, (2) the total credit hours to be carried and (3) the number of faculty
members needed.
b. Prepare a schedule computing the budget for faculty salaries by division
for 1971-72.

c. Prepare a schedule computing the tuition revenue budget by division
for 1971-72.
d. Assuming that the faculty salaries budget computed in part “b” was
$2,400,000 and that the tuition revenue budget computed in part “c” was
$3,000,000, prepare a schedule computing the amount which must be raised
during the annual support campaign in order to cover the 1971-72 expenditures
budget.

A ccounting P ractice—P art II

199

GROUP II
Estimated time— 50 to 60 minutes
Solve only one of the two problems in this group.
If both are solved, only the first will be considered.
Number 5
Instructions
Select the best answer choice for each of the following items which relate
to applications of quantitative methods to accounting. In determining your answer
to each item consider the information given in the lettered statement of facts
preceding each group of items. Write your answer on a separate sheet. Select only
one answer for each item. Your grade will be determined from your total of
correct answers.
See Group I, Problem Number 1 for an illustration of the manner in which
the answer sheet should be marked.

Items to be Answered
A. Beekley, Inc. manufactures widgets, gadgets and trinkets and has asked
for advice in determining the best production mix for its three products. Demand
for the Company’s products is excellent, and management finds that it is unable
to meet potential sales with existing plant capacity.

Each product goes through three operations: milling, grinding and painting.
The effective weekly departmental capacities in minutes are: milling—10,000,
grinding—14,000 and painting—10,000.
The following data is available on the three products:

Widgets
Gadgets
Trinkets

Selling
Price
per Unit
$5.25
5.00
4.50

Variable
Cost
per Unit
$4.45
3.90
3.30

Per Unit Production Time
(in Minutes)
Painting
Milling Grinding
8
4
4
2
4
10
8
2
4

21. The quantitative technique most useful in determining the best product
mix would be
a. Least-squares analysis.
b. Queuing theory.
c. Linear regression.
d. Linear programming.
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22. The objective function for this problem using the simplex method might
be expressed
a. f min = 4.45X1 + 3.90X2 + 3.30X3 +
0X4 + 0X5 + 0X6
b. f max = 5.25X1 + 5.00X2 + 4.50X3 +

x4 + x 5 + x6

c.

f max = .80X1 + 1.10X2 + 1.20X 3 +
X 4 + X 5 + X6
d. f max = .80X 4 + 1.10X2 + 1.20X3 +
0X4 + 0X5 + 0X6
23. The requirement that total production time in the painting department
may not exceed 10,000 minutes per week might be expressed
a. 4 X 1+ 2X2 + 2X3≥ 10,000
b. 4X 1+ 2X2 + 2X3> 10,000
c. 4X1+ 2X2 + 2X3≤ 10,000
d. 4 X 1+ 2X2 + 2X3< 10,000
24. The variables X 4, X 5 and X 6 included in the answers to item 22 are
referred to as
a. Artificial variables.
b. Primary variables.
c. Stochastic variables.
d. Slack variables.
25. The variables X 4, X 2 and X3 included in the answers to item 22 are
referred to as
a. Artificial variables.
b. Primary variables.
c. Stochastic variables.
d. Slack variables.
26. The coefficients for X 4, X 2 and X3 included in the answers to item 22 are
a. The coefficients of the objective function in the problem.
b. The coefficients of the artificial variables in the problem.
c. The coefficients of the constraints in the problem and represent
the contribution margin for each project.
d. The shadow prices of the stochastic variables in the problem.
27. If Beekley were willing to pay $.12 for every minute of additional
grinding time which might be made available, this may be called
a. A primal restraint.
b. A slack variable.
c. A shadow price.
d. An artificial variable.
28. A significant advantage of applying the simplex method to certain pro
blems having four or more variables of a single class is that solutions may be
arrived at quickly using
a. Graphic analysis.
b. Electronic computer routines.
c. Simple algebraic methods.
d. Set theory.

s1
s2
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B. A manufacturer’s plant has two service departments (designated below
as S1 and S2) and three production departments (designated below as P1, P2 and
P3) and wishes to allocate all factory overhead to production departments. A
primary distribution of overhead to all departments has already been made and
is indicated below. The company makes the secondary distribution of overhead
from service departments to production departments on a reciprocal basis, recog
nizing the fact that services of one service department are utilized by another.
Data regarding costs and allocation percentages are as follows:
Service Department Overhead Cost Allocation
Service
Depart
ment
S1
S2

S1
0%
20

Percentages to Be Allocated to Departments
s2
P1
P2
P3
10%
20%
40%
30%
0
50
10
20

Primary Overhead to Be Allocated
$98,000
$117,600 $1,400,000
$2,100,000

$640,000

Matrix algebra is to be used in the secondary allocation process. The amount
of overhead to be allocated to the service departments you express in two simul
taneous equations as:
S1 = 98,000 + .20S2 or S1 S2 = 117,600 + .10S1 or S2 -

20S2 = $ 98,000
.10S1 = $117,600

29. The system of simultaneous equations above may be stated in matrix
form as
a.

A
1

S

- .10

- .2 0
1

1
— .20

A
$ 98,000
$117,600

b.

c.
1
—.20
d.

A
S1
S2

1
- -.10

A
1
- .2 0

1 S1
- .1 0 S2

—
S
S1

1
- .10

s2
S
S1
S2
S
S1

s2

b
$ 98,000
$117,600
b
$ 98,000
$117,600
b
$ 98,000
$117,600
b
$ 98,000
$117,600

30. For the correct matrix A in item 29, there exists a unique inverse mat
rix A-1. Multiplication of the matrix A-1 by the matrix A will produce
a. The matrix A.
b. Another inverse matrix.
c. The correct solution to the system.
d. An identity matrix.
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31. Without prejudice to your previous answers, assume that the correct
matrix form in item 29 was:
A
1
- .10

—.20
1

S
S1
S2

=
=

b
$ 98,000
$117,600

Then the correct inverse matrix A-1 is
a.

.20
1
. 98
.98
.10
1
. 98 . 98

b.

1
.98
.20
.98

1
. 98
.10
. 98

c.

1
.30
.10
.3 0

.20
. 30
1
.30

d.

1
.98
.20
.98

1
.98
.10
. 98

32. The total amount of overhead allocated to department S1 after receiving
the allocation from department S2 is
a. $141,779.
b. $124,000.
c. $121,520.
d. $117,600.
33. The total amount of overhead allocated to department S2 after receiving
the allocation from department S1 is
a. $392,000.
b. $220,000.
c. $130,000.
d. $127,400.
34. Without prejudice to your previous answers, assume that the answer to
item 32 is $100,000 and to item 33 is $150,000; then the total amount of over
head allocated to production department P 1 would be
a. $1,508,104.
b. $1,495,000.
c. $1,489,800.
d. $108,104.
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C. The Dooley Co. manufactures two products, baubles and trinkets. The
following are projections for the coming year.
Trinkets
Baubles
Totals
Units
Amount
Units
Amount
$20,000
7,500 $10,000
10,000 $10,000
Sales
Costs:
Fixed
2,000
5,600
7,600
Variable
6,000
3,000
9,000
8, 000
8,600
16,600
Income before taxes
$ 2,000
$ 1,400
$ 3,400
35. Assuming that the facilities are not jointly used, the breakeven output
(in units) for baubles would be
a. 8,000.
b. 7,000.
c. 6,000.
d. 5,000.
36. The breakeven volume (dollars) for trinkets would be
a. $8,000.
b. $7,000.
c. $6,000.
d. $5,000.
37. Assuming that consumers purchase composite units of four baubles and
three trinkets, the composite unit contribution margin would be
a. $4.40.
b. $4.00.
c. $1.33.
d. $1.10.
38. If consumers purchase composite units of four baubles and three trinkets,
the breakeven output for the two products would be
a. 6,909 baubles; 6,909 trinkets.
b. 6,909 baubles; 5,182 trinkets.
c. 5,000 baubles; 8,000 trinkets.
d. 5,000 baubles; 6,000 trinkets.
39. If baubles and trinkets become one-to-one complements and there is
no change in The Dooley Co.’s cost function, the breakeven volume would be
a. $22,500.
b. $15,750.
c. $13,300.
d. $10,858.
40. If a composite unit is defined as one bauble and one trinket, the com
posite contribution margin ratio would be
a. 7/10.
b. 4/7.
c. 2/5.
d. 19/50.

204

E xamination Q uestions—N ovember , 1970

Number 6
Downtemp Company, on January 2, 1967, entered into a contract with a
manufacturing company to purchase room-size air conditioners and to sell the
units on an installment plan with collections over approximately 30 months with
no carrying charge.
For income tax purposes Downtemp elected to report income from its sales
of air conditioners according to the installment method.
Purchases and sales of new units were as follows:
Units Purchased
Quantity
Price Each
1,200
$100
1,800
90
800
105

Year
1967
1968
1969

Units Sold
Quantity
Price Each
1,000
$150
2,000
140
700
143

Collections on installment sales were as follows:

1967 sales
1968 sales
1969 sales

1967
$30,000

Collections Received
1968
1969
$60,000
$ 60,000
70,000
115,000
21,000

In 1969, 40 units from the 1968 sales were repossessed and sold for $72.50
each on the installment plan. At the time of repossession $1,200 had been collected
from the original purchasers and the units had a fair value of $2,520.
General and administrative expenses for 1969 were $50,000. No charge has
been made against current income for the applicable insurance expense from a
three-year policy expiring June 30, 1970 costing $3,000, and for an advance pay
ment of $10,000 on a new contract to purchase air conditioners beginning January
2, 1970.
Required:
Assuming that the weighted-average method is used for determining the
inventory cost, including repossessed merchandise, prepare schedules computing
for 1967, 1968 and 1969:
a. (1) The cost of goods sold on installments.
(2) The average unit cost of goods sold on installments for each year.
b.

The gross profit percentages for 1967, 1968 and 1969.

c.

The gain or loss on repossessions in 1969.

d.

The taxable income from installment sales for 1969.

EXAMINATION IN AUDITING
November 5, 1970; 8:30 a.m. to 12:00 m.

Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following items which relate to
generally accepted auditing standards. Write your answer on a separate sheet.
Select only one answer for each item. Your grade will be determined from your
total of correct answers.
An example of the manner in which the answer sheet should be marked
is shown in the following illustration:
Item
96.

One of the generally accepted auditing standards specifies that the auditor
a. Inspect all fixed assets acquired during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the existing internal control.
d. May not solicit clients.
Answer Sheet
96. c.

Items to be Answered
1. Upon completion of his examination of his client’s financial statements,
a CPA plans to render an unqualified opinion in his short-form auditor’s report.
The client requests that the financial statements to be attached to the auditor’s
report not present comparative data from the prior year. The CPA had rendered
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an unqualified opinion on the prior year’s statements and attached comparative
statements to his short-form report for that year. The CPA should
a. Require that the comparative statements be attached to his shortform report or qualify his opinion as to the consistency standard.
b. Require that the comparative statements be attached to his shortform report or qualify his opinion as to the disclosure standard.
c. Omit from his opinion the phrase “on a basis consistent with that of
the preceding year” and then issue his short-form report without the
comparative statements.
d. Issue his short-form report as the client requested and need not issue
a qualified opinion.
2. A client company has changed its accounting practices during the year,
materially affecting its financial statements, so as to render them seriously mis
leading and not in conformity with generally accepted accounting principles. The
CPA examining these financial statements should
a. Render an adverse opinion and give his reasons therefor.
b. Qualify his opinion with respect to the consistency standard and in
a middle paragraph of his report explain the changes and their effects
on the net income of the period.
c. Disclaim an opinion and give his reasons therefor.
d. Qualify his opinion with respect to the consistency standard, referring
to explanatory footnotes of the financial statements to fulfill dis
closure requirements.
3. A CPA may be justified in rendering a qualified opinion except when
a. He has omitted a normally required audit procedure such as the con
firmation of accounts receivable.
b. The client’s financial statements, in some particular, do not conform to
generally accepted accounting principles.
c. He has not obtained sufficient evidence to form an opinion on the
financial statements as a whole.
d. Generally accepted accounting principles have not been consistently
applied compared with the preceding year.
4. In his auditor’s report the CPA states that he has examined the
a. Books and other records of the client.
b. Financial statements of the client.
c. Financial condition and operating results of the client.
d. Client’s transactions, adjustments and summaries thereof for the
audit period.
5. With respect to disclosure, the unqualified short-form report
a. States that disclosure is adequate in the financial statements includ
ing the footnotes thereto.
b. States that disclosure is sufficiently adequate to make the statements
not misleading.
c. States that all material items are disclosed in conformity with gen
erally accepted accounting principles.
d. Implies that disclosure is adequate in the financial statements includ
ing the footnotes thereto.
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, 6. The auditor’s examination of financial statements usually is not com
pleted until some time after the balance sheet date. Which of the following state
ments best expresses the auditor’s responsibility with respect to events occurring
between the balance sheet date and the end of his examination?
a. The auditor has no responsibility for events occurring in the subse
quent period and should restrict his inquiry to transactions recorded
on or before the balance sheet date.
b. The auditor’s responsibility is to determine that a proper cut-off
has been made and that transactions recorded on or before the
balance sheet date actually occurred.
c. The auditor is responsible for determining that a proper cut-off has
been made and performing a general review of events occurring in
the subsequent period.
d. The auditor is fully responsible for events occurring in the subse
quent period and should extend detailed auditing procedures through
the last day of field work.
7. With regard to the requirement of the auditing standard that sufficient
and competent evidential matter be obtained, the term “competent” primarily
refers to the
a. Consistency of the evidence.
b. Relevance of the evidence.
c. Measurability of the evidence.
d. Dependability of the evidence.
8.

Audit working papers should not
a. Include any client-prepared papers or documents other than those
prepared by the CPA or his assistant(s).
b. Be kept by the CPA after review and completion of the audit except
for items required for the income tax return or the permanent file.
c. Be submitted to the client to support the financial statements and
to provide evidence of the audit work performed.
d. By themselves be expected to provide sufficient support for the
auditor’s opinion.

9. Three months subsequent to the date of his report, a CPA becomes aware
of facts which existed at the date of his report and affect the reliability of the fin
ancial statements of a client whose securities are widely held. If the client
refuses to make appropriate disclosure, the CPA should notify
a. Regulatory agencies having jurisdiction over the client.
b. All stockholders.
c. All present and potential investors in the company.
d. Stockbrokers and the financial press.
10. A CPA’s client maintains perpetual inventory records which he tests
by physical count of items on a cycle basis during the year. Because of unique
circumstances, the CPA does not participate in these physical inventory tests but
satisfies himself as to the validity of the inventory records by other audit pro
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cedures. Inventories are a material factor in the determination of financial position
and results of operation. The CPA’s report should
a. Be qualified as to scope only.
b. Contain a disclaimer of opinion.
c. Be qualified as to scope and opinion.
d. Be without qualification.
11. Normally the auditor does not rely upon his study and testing of client’s
system of internal control to
a. Evaluate the reliability of the system.
b. Uncover embezzlements of the client’s assets.
c. Help determine the scope of other auditing procedures to be followed.
d. Gain support for his opinion as to the accuracy and fairness of the
financial statements.
12. A CPA was asked to prepare interim financial statements without audit
for use only by management. The responsibility for proper disclosure in this case
would not be met unless the
a. Financial statements were submitted unsigned and on plain paper.
b. Financial statements were accompanied by a disclaimer of opinion
and each page of the statements was clearly marked as unaudited.
c. Financial statements were submitted unsigned and on plain paper
and each page of the statements was clearly marked as restricted for
internal use.
d. CPA advised his client that he would have to comply with generally
accepted auditing standards in examining the accounts before he
could prepare or otherwise associate himself with the financial
statements.
13. The use of the phrase “subject to” in an auditor’s opinion is appro
priate when the qualification pertains to
a. Nonadherence to generally accepted accounting principles.
b. Nonadherence to generally accepted auditing standards.
c. Lack of consistency with the preceding year.
d. Uncertainty as to the outcome of a material contingency.
14. A CPA is reporting on consolidated financial statements. He is relying
upon the reports of other CPAs with respect to the financial statements of two
of the consolidated subsidiaries; although he has satisfied himself as to the inde
pendence and professional reputation of the other CPAs, he does not wish to
assume responsibility for their performance of the audit work. Assuming that
there are no known deficiencies in the financial statements of these subsidiary
companies or in the consolidated statements, the CPA should
a. Qualify the scope paragraph or the opinion paragraph of his report
stating that amounts applicable to such subsidiaries were based on
reports received from the other auditors.
b. Render an adverse opinion on the consolidated statements taken
as a whole.
c. Issue a standard audit report without qualification.
d. Describe the circumstances in a footnote to the financial statements.
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15. Certain manufacturing equipment owned by a CPA’s client was sub
jected to rapid obsolescence in the current year so that its remaining estimated
useful life was reduced by one half. The company has properly recognized the
obsolescence in its accounts. The proper treatment of this change would be to
a. Explain the change and its effect on the current net income in a
middle paragraph of the auditor’s report and qualify the opinion
paragraph as to the consistency standard.
b. Explain the change and its effect on the current net income in a
footnote to the financial statements.
c. Disclose the change and its effect as a prior period adjustment in
the statement of retained earnings.
d. Qualify the opinion paragraph of the auditor’s report as to the con
sistency standard, referring therein to a footnote to the financial
statements in which the change and its effect on the current net in
come are explained.
16. The general group of the generally accepted auditing standards is pri
marily concerned with
a. The personal qualifications of CPAs.
b. Negotiation with the client about the audit engagement and arrange
ments for the audit.
c. Conformity to generally accepted accounting principles.
d. The overall audit program including provision for a review of
internal control.
17. The general group of the generally accepted auditing standards includes
a requirement that
a. The auditor’s report state whether or not the financial statements
conform to generally accepted accounting principles.
b. The field work be adequately planned and supervised.
c. Due professional care be exercised by the auditor.
d. Informative disclosures in the financial statements be reasonably
adequate.
18. A change in accounting principles which has no material effect on the
current year’s financial statements but is expected to have a substantial effect in
later years should be disclosed in
a. The auditor’s report for the current year.
b. A footnote to the current financial statements.
c. The auditor’s report for the first year in which the effect becomes
substantial.
d. A footnote to the financial statements in the first year in which the
effect becomes substantial.
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19. An unqualified standard short-form report by a CPA normally does not
explicitly state
a. The CPA’s opinion that the financial statements comply with gen
erally accepted accounting principles.
b. That generally accepted auditing standards were followed in the
conduct of the audit.
c. That the internal control system of the client was found to be satis
factory.
d. The subjects of the audit examination.
20. A qualification as to consistency would ordinarily not be required
when the client
a. Changed his inventory pricing method from FIFO to FIFO.
b. Changed from straight-line to an accelerated depreciation basis for
purposes of both financial statement presentation and federal income
taxes.
c. Lowered his pension fund contribution as a result of changes in
actuarial assumptions which were based upon experience.
d. Discontinued the amortization of goodwill.

N um ber 2 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

Select the best answer choice for each of the following items which relate to
electronic data processing. Write your answer on a separate sheet. Select only one
answer for each item. Your grade will be determined from your total of correct
answers.
Item s to be A nsw ered

21. The detection and correction of errors in the processing of data should
be the responsibility primarily of
a. The data processing manager.
b. The machine operator.
c. An independent internal control group.
d. The independent public accountant.
22. Equipment or devices that are in direct communication with the central
processor of a computer system are referred to as
a. Integrated equipment.
b. On-line equipment.
c. Parity bits.
d. Random access.
23. A fundamental programming technique which allows computers to be
utilized effectively in solving repetitive problems is
a. Dynamic reallocation.
b. Indexed sequential access.
c. Graceful degradation.
d. Looping.
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The fundamental steps in solving a data processing problem are
a. Procedure, data, identification and environment.
b. File descriptions, working storage and reserved words.
c. Flowcharting, programming, staffing and maintenance.
d. Analysis, solution, implementation and documentation.

25. Daylight Corporation’s organization chart provides for a controller and
an EDP manager, both of whom report to the financial vice-president. Internal
control would not be strengthened by
a. Assigning the programming and operating of the computer to an
independent control group which reports to the controller.
b. Providing for maintenance of input data controls by an independent
control group which reports to the controller.
c. Rotating periodically among machine operators the assignments
of individual application runs.
d. Providing for review and distribution of computer output by an inde
pendent control group which reports to the controller.
26. In connection with his examination of financial statements a CPA may
use duplicate programs which he controls to process a client’s current data. This
procedure may be an acceptable alternative to
a. Examining a sample of source documents.
b. Reviewing controls over data processing.
c. Reviewing data processing flow charts.
d. Using a test data deck with client programs.
27. Input/output devices designed for sequential processing are
a. Mass storage devices (e.g., data cell and CRAM).
b. Magnetic disk drives.
c. Magnetic tape drives.
d. Drum storage devices.
28. In designing the layout or sequence of fields within a punched card
the most important factor is the
a. Color coding on source documents.
b. Sequence of data on the source document.
c. Type of media to be used to prepare source documents.
d. Type (model) of keypunch to be used.
29. A technique used in debugging a program is
a. Tournament sorting.
b. Validity checks.
c. Redundancy checks.
d. Core dumps.
30. The initial debugging of a computer program should normally be per
formed by the
a. Control group.
b. Programmer.
c. Machine operator.
d. Internal auditor.
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31. On magnetic disks more than one file may be stored on a single physical
file while in multiprogramming computer operations, several programs may be
in core storage at one time. In both cases, it is important to prevent the intermixing
or overlapping of data. This is accomplished by a technique known as
a. Boundary protection.
b. File integrity.
c. Paging.
d. Interleaving.
32. Minimum requirements for effective documentation of the data pro
cessing system should include
a. Hash totals.
b. Source documents.
c. Batch control tickets.
d. Program flow charts.
33. A technique for controlling identification numbers (part number, man
number, etc.) is
a. Self-checking digits.
b. Echo checks.
c. Parity control.
d. File protection.
34. In a batch processing system control over the punching into cards of hours
worked could be most efficiently established by use of
a. Dual punching.
b. Batch verification.
c. Hash totals.
d. Sight checking.
35.

A situation that would represent a serious internal control problem is
a. Maintenance of controls by machine operators.
b. A disk-to-cards dump performed monthly.
c. Key verification of selected fields in punched cards.
d. Back-up files stored in off-premises facilities.

36. The primary documentation upon which a company should rely for an
explanation of how a particular program operates is the
a. Run manual.
b. Periodic memory dump.
c. Maintenance of three generations of master files.
d. Echo check printout.
37.

The basic form of back-up used in magnetic tape operations is called
a. Odd parity check.
b. Dual-head processing.
c. File protection rings.
d. The son-father-grandfather concept.

A uditing

213

38. The real-time feature normally would be least useful when applied to
accounting for a firm’s
a. Bank account balances.
b. Property and depreciation.
c. Customer accounts receivable.
d. Merchandise inventory.
39. In designing a payroll system it is known that no individual’s paycheck
can amount to more than $300 for a single week. As a result, the payroll program
has been written to bypass writing a check and will print out an error message if
any payroll calculation results in more than $300. This type of control is called
a. A limit or reasonableness test.
b. Error review.
c. Data validity test.
d. Logic sequence test.
40. Random access to data files in a computer system is most closely associ
ated with the use of
a. Punched cards.
b. Magnetic tapes.
c. Magnetic disks.
d. Paper tapes.

N um ber 3 (E stim a ted tim e— 2 0 to 2 5 m in u te s)

As part of his relationship with his client, a CPA often is asked to prepare or
review the client’s federal income tax return.
R e q u ir e d :
a.

In each of the following independent cases:
1. State the CPA’s obligation, if any, with respect to signing the pre
parer’s declaration on the federal income tax return.
2. Explain or justify the position taken.
Case 1
The tax return of Rogers, Inc. was prepared by the Company con
troller, a recognized expert in the field of taxation. The president of
Rogers asks the independent CPA to review the return and sign the
preparer’s declaration.
Case 2
The CPA prepares the client’s tax return, signs the preparer’s dec
laration and forwards the return to the client for signature. The client
requests that the CPA prepare a revised return and sign the pre
parer’s declaration; the revision involves certain changes which are
unacceptable to the CPA.
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Case 3
At his wife’s request, the CPA prepares the tax return for his brotherin-law. The only compensation received for this engagement is
reimbursement for secretarial typing services.

b. In the course of the preparation of a client’s federal income tax return,
it is discovered that certain data which must be included in the tax return are
not available. These data can be estimated to complete the return.
1. Explain and illustrate the circumstances under which the CPA may
prepare federal tax returns involving the use of estimates.
2. Discuss the CPA’s responsibilities with respect to the manner of
presentation and disclosure of estimates which are used in a tax
return that he prepares.

N um ber 4 (E stim a ted tim e— 3 0 to 3 5 m in u te s)

The following draft of an auditor’s report has been submitted for review:
To:

Eric Jones, Chief Accountant
Sunshine Manufacturing Co.

We have examined the balance sheet of the Sunshine Manufacturing
Co. for the year ended August 31, 1970 and the related statements of
income and retained earnings. Our examination included such tests of
the accounting records and such other auditing procedures as we con
sidered necessary in the circumstances except that, in accordance with
your instructions, we did not count the buyers’ cash working fund.
In our opinion, subject to the limitation on our examination discussed
above, the accompanying balance sheet and statements of income and
earned surplus present fairly the financial position of the Sunshine Man
ufacturing Co. at August 31, 1970, and the results of its operations for
the year then ended.
Frank George & Co.
August 31, 1970
It has been determined that:
1. Except for the omission of the count of the buyers’ cash working fund,
there were no scope restrictions placed on the auditor’s examination.
2. The Sunshine Manufacturing Co. has been in continuous operation since
1942, but its financial statements have not previously been audited.
R e q u ir e d :
a. Assuming that Frank George & Co. was able to perform alternative
auditing procedures to satisfactorily substantiate the buyers’ cash working fund
and purchases through the fund, identify and discuss the deficiencies in the
auditor’s report.
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b. Assuming that Frank George & Co. was unable to satisfactorily sub
stantiate the buyers’ cash working fund and purchases through the fund by alterna
tive auditing procedures, discuss the appropriateness of the opinion qualification
proposed by Frank George & Co.’s report.
c. Discuss the potential consequences to the CPA of issuing a substandard
report or failing to adhere in his examination to generally accepted auditing
standards.

N um ber 5 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

In connection with a recurring examination of the financial statements of the
Louis Manufacturing Company for the year ended December 31, 1969, you have
been assigned the audit of the Manufacturing Equipment, Manufacturing Equip
ment—Accumulated Depreciation and Repairs to Manufacturing Equipment ac
counts. Your review of Louis’s policies and procedures has disclosed the following
pertinent information:
1. The Manufacturing Equipment account includes the net invoice price plus
related freight and installation costs for all of the equipment in Louis’ manufactur
ing plant.
2. The Manufacturing Equipment and Accumulated Depreciation accounts
are supported by a subsidiary ledger which shows the cost and accumulated
depreciation for each piece of equipment.
3. An annual budget for capital expenditures of $1,000 or more is prepared
by the budget committee and approved by the board of directors. Capital expendi
tures over $1,000 which are not included in this budget must be approved by
the board of directors and variations of 20% or more must be explained to the
board. Approval by the supervisor of production is required for capital expendi
tures under $1,000.
4. Company employees handle installation, removal, repair and rebuild
ing of the machinery. Work orders are prepared for these activities and are subject
to the same budgetary control as other expenditures. Work orders are not required
for external expenditures.
R e q u ir e d :
a. Cite the major objectives of your audit of the Manufacturing Equipment,
Manufacturing Equipment—Accumulated Depreciation and Repairs of Manufac
turing Equipment accounts. Do not include in this listing the auditing procedures
designed to accomplish these objectives.
b. Prepare the portion of your audit program applicable to the review
of 1969 additions to the Manufacturing Equipment account.
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N um ber 6 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

In prior years your client, Noches, Inc., a manufacturing company, has used
an accelerated depreciation method for its depreciable assets for both federal
income taxes and financial reporting. At the beginning of 1969 the Corporation
changed to the straight-line method for financial reporting. As a result, depreciation
expense for the year was $200,000 less for financial reporting than for income tax
reporting, an amount which you consider to be material. The Corporation did not
use interperiod income tax allocation in 1969. Taxable income for 1969 was
$600,000. Assume that the income tax rate was 48% and ignore the tax surcharge
and state and local income taxes.
R e q u ir e d :
a.

Financial statement presentation:
1. Describe the effects of the accounting change on Noches’ 1969 balance
sheet, income statement and funds statement. Cite specific amounts
in your answer.
2. Explain what disclosure of the accounting change should be made
in Noches’ 1969 financial statements.

b.

Auditor’s report:
1. Assuming that the financial statement disclosure is considered to be
adequately informative, discuss the effects that the change in depreci
ation methods should have on the auditor’s report.
2. Assuming that the financial statement disclosure of the change in
depreciation methods is not considered to be adequately informative,
discuss the effects on the auditor’s report.
3. Discuss whether the auditor’s report should indicate approval of the
change in depreciation methods.
4. Discuss the effects on the auditor’s report of the failure to use inter
period income tax allocation.

N um ber 7 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

Western Meat Processing Company buys and processes livestock for sale
to supermarkets. In connection with your examination of the Company’s financial
statements, you have prepared the following notes based on your review of
procedures:
1. Each livestock buyer submits a daily report of his purchases to the plant
superintendent. This report shows the dates of purchase and expected delivery,
the vendor and the number, weights and type of livestock purchased. As shipments
are received, any available plant employee counts the number of each type received
and places a check mark beside this quantity on the buyer’s report. When all ship
ments listed on the report have been received, the report is returned to the buyer.
2. Vendors’ invoices, after a clerical check, are sent to the buyer for approval
and returned to the accounting department. A disbursement voucher and a check
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for the approved amount are prepared in the accounting department. Checks are
forwarded to the treasurer for his signature. The treasurer’s office sends signed
checks directly to the buyer for delivery to the vendor.
3. Livestock carcasses are processed by lots. Each lot is assigned a number.
At the end of each day a tally sheet reporting the lots processed, the number and
type of animals in each lot, and the carcass weight is sent to the accounting de
partment, where a perpetual inventory record of processed carcasses and their
weights is maintained.
4. Processed carcasses are stored in a refrigerated cooler located in a small
building adjacent to the employee parking lot. The cooler is locked when the plant
is not open, and a Company guard is on duty when the employees report for work
and leave at the end of their shifts. Supermarket truck drivers wishing to pick
up their orders have been instructed to contact someone in the plant if no one is
in the cooler.
5. Substantial quantities of by-products are produced and stored, either in
the cooler or elsewhere in the plant. By-products are initially accounted for as they
are sold. At this time the sales manager prepares a two-part form; one copy serves
as authorization to transfer the goods to the customer and the other becomes the
basis for billing the customer.
Required:
For each of the numbered notes 1 to 5 above state:
What the specific internal control objective(s) should be at the stage of
the operating cycle described by the note.
b. The control weaknesses in the present procedures, if any, and suggestions
for improvement, if any.
a.

EXAM INATION IN BU SIN ESS LAW
(C o m m ercia l Law )
N ovem b er 6 , 1 9 7 0 ; 8 : 3 0 a.m . to 1 2 :0 0 m .

N um ber 1 (E stim a ted tim e— 2 0 to 2 5 m in u te s)
In stru ction s

Each of the following numbered sentences states a legal conclusion relating
to the lettered material. You are to determine whether the legal conclusion is true
or false according to the general principles of insurance and property law. Write
on a separate sheet whether each conclusion is true or false. Your grade will be
determined from your total of correct answers less a penalty for your incorrect
answers; an omitted answer will not be considered an incorrect answer.
An example of the manner in which the answer sheet should be marked
is shown in the following illustration:
Item
X. Albert orally ordered a $600 standard model television console for his
home from Mastercraft Appliances. Mastercraft accepted the order and later sent
Albert a purchase memorandum in duplicate with a request that Albert sign and
return one copy. Albert did not sign or return the purchase memorandum and
refused to accept the television console when it was delivered. Mastercraft sued
and Albert asserted the Statute of Frauds as a defense.
91.

The purchase memorandum sent by Mastercraft is sufficient to defeat
Albert’s reliance upon the Statute of Frauds.

92.

If Albert admits in court to making the oral contract, the contract is
enforceable.

93.

A purchase memorandum is insufficient to satisfy the Statute of Frauds
if it omits any of the terms agreed to by the parties.
218
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94.

A writing sufficient to satisfy the Statue of Frauds would not be neces
sary if Albert had received and accepted the television console.

95.

Specific performance is the only remedy Mastercraft can obtain in its
suit against Albert.
Answer Sheet
91.
92.
93.
94.
95.

False
True
False
True
False

Item s to b e A nsw ered
A. Mortimer, a CPA, was a sole public accounting practitioner. He applied
for and obtained a $100,000 malpractice insurance policy from the Faithful
Insurance Company.

1.

If Mortimer sells his practice, he may transfer to the buyer the insurance
policy in exchange for the premium applicable to the unexpired portion
of the policy.

2.

If Mortimer intentionally issues an unqualified auditor’s opinion on
financial statements he knows to be false, the insurance company will
not be liable under the policy.

3.

If Mortimer admits a junior partner, the policy will automatically cover
the new partnership.

4.

In the event the insurance company has to pay a claim to one of Morti
mer’s clients for Mortimer’s negligence, the insurance company will be
subrogated to the client’s rights against Mortimer.

B . Williamson, Johnson and Fox were partners in a public accounting firm.
The firm purchased a $50,000 life insurance policy on the life of each of its part
ners to provide funds to purchase the partnership interest of a deceased partner.
The partnership was named as the beneficiary and paid all premiums.

5.

Each partner owns the individual policy covering his life.

6.

The partnership has a valid insurable interest in the lives of its partners.

7.

The individual partners have an insurable interest in the lives of their
partners.

8.

The voluntary withdrawal of one of the partners would require the
partnership to surrender the policy for its cash surrender value.
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9.

In the event of financial stress, the partnership could assign its interest
in the policies to its creditors.

10.

If the firm went bankrupt, its creditors would have a prior claim to the
insurance policies over the claims of creditors of the individual partners.

C. A CPA’s client, Granite Flexible Tube Corporation, entered into a saleand-leaseback agreement with the Greenleaf Foundation. The CPA’s examination
revealed the following: Under the terms of the contract Greenleaf purchased
Granite’s plant and warehouse for $750,000. Granite received $450,000 in cash,
and Greenleaf assumed a $300,000 mortgage on the plant and warehouse held
by the First State Bank. In addition, Granite obtained a 30-year lease on the prop
erty at an annual rental of $25,000.
11.

Granite has an insurable interest in the plant and warehouse.

12.

Greenleaf has an insurable interest in the plant and warehouse.

13.

First State Bank has an insurable interest in the plant and warehouse.

14.

If Granite retained the same amount offire insurance (full coverage)
that it had prior to the sale of the plant and warehouse, it would not
be entitled to recover more than the fair market value of its interest in
the property at the time of destruction.

15.

Greenleaf’s purchase of the plant and warehouse and assumption of
the mortgage completely released Granite from its obligation to pay
First State Bank.

D. On January 1, 1967, Wilson Packing Company insured its plant, which
had a fair market value of $220,000, with the Miracle Insurance Company for
$200,000 on a standard fire insurance policy that included a 90% coinsurance
clause. On the night of December 28, 1969 a fire started in an adjoining building,
which was owned by the Star Chemical Company. The fire spread to Wilson Pack
ing and partially destroyed the plant. The extent of the damage was determined
to be $80,000 and the fair market value of the plant at the time of the loss was
$240,000. In his examination of Wilson’s financial statements for the year ended
December 31, 1969, a CPA is considering the effects of the fire and various related
insurance aspects.

16.

The coinsurance clause will not prevent Wilson from recovering the
full amount of the loss ($80,000).

17.

Assuming the building had been totally destroyed, Wilson could have
recovered $180,000 from Miracle Insurance.

18.

Assuming Wilson does not fully recover its loss from Miracle Insurance,
it can recover from Star Chemical if Star’s negligence caused the fire.

19.

Wilson may not assign its right of recovery under the Miracle policy
to its creditors.
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20.

Miracle, to the extent it pays Wilson under the Wilson policy, will be
subrogated to Wilson’s rights against any third party who may have wrong
fully caused the fire.

21.

If the fire had been caused by the negligent maintenance of Wilson’s
heating and electrical equipment, Miracle would not have been obligated
to pay on the policy.

22.

If Wilson negotiated a partial settlement with Star Chemical and gave
Star a complete release from liability, Miracle would not be obligated
to pay on the policy.

23.

To avoid the operation of the coinsurance clause, periodic valuations of
the insured property should be made and the insurance coverage in
creased accordingly.

E. Warren applied for $50,000 of life insurance with the Gem Life Insur
ance Company. He filled in the application and arranged for a physical examination.
The application contained a clause which stated:

Coverage of the insured will begin only upon delivery of the policy
to the applicant in good health.
24.

Even without the above clause, physical delivery of the policy is a
prerequisite to the making of a contract of insurance.

25.

Such clauses have been held invalid as against public policy by the
majority of states.

26.

Receipt of the policy by Warren while suffering from a common cold
would not bar recovery, even though the cold developed into pneumonia
which caused Warren’s death.

27.

If Warren died in an auto accident before delivery of the policy, there
would be no recovery against Gem on the policy.

F. Marshall owned a seven-story office building. He occupied one floor
and rented the remaining floors. He originally insured the property against fire
with the Superior Fire and Casualty Company for $200,000. Subsequently he took
out another policy with the Freedom Fire Insurance Company for the same amount.
The property was totally destroyed by fire and it has been agreed by all parties that
at the time of the loss the fair market value of the building was $300,000. Both
policies contained the standard pro rata liability clause. Marshall’s CPA is studying
the policies in order to prepare himself for a discussion with his client and his
client’s attorney.
28.
29.
30.

Marshall will collect a total of $300,000.
Superior will be liable for $200,000 since it was the original insurer.
In the event that Superior was insolvent and unable to pay more than
$100,000 on the Marshall policy, Freedom would be obligated to pay
$200,000.
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Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered sentences states a legal conclusion relating
to the lettered material. You are to determine whether the legal conclusion is true
or false according to the Uniform Commercial Code and the general principles
of contract law. Write on a separate sheet whether each conclusion is true or false.
Your grade will be determined from your total of correct answers less a penalty
for your incorrect answers; an omitted answer will not be considered an incorrect
answer.
Items to be Answered
A. Davis, a CPA, has a one-year retainer agreement with Franklin Corpora
tion. Davis is to examine the financial statements, prepare tax returns and be
available for consultation on financial matters. The retainer provides for an annual
fee of $12,000. Davis has a claim for $3,000 for services rendered to the Corpora
tion prior to the execution of the retainer agreement. Davis performs the required
services for the first four months and is paid therefor. Davis then is required to
retire completely from practice because of a severe heart attack and assigns to
Leeds, another CPA, his $3,000 claim against the Franklin Corporation and his
rights and duties under the retainer agreement.
31.

Davis’ assignment of his $3,000 claim against the Franklin Corporation
is valid, even without Franklin’s consent to such assignment.

32.

Franklin Corporation is not legally obligated under the retainer agree
ment to accept Leeds as its CPA for the remaining period.

33.

Franklin Corporation may recover a judgment against Davis for breach
of contract.

34.

If Leeds sues Franklin Corporation, the latter may assert against Leeds
all defenses it had against Davis before Davis assigned the claim to Leeds.

35.

The assignment to be valid must be in writing.

B. The following telegrams are exchanged among Gordon, a watch merchant,
Andrews, another watch merchant, and Speculator.
a.

September 1, 1970. To Andrews: Offer you my collection of
25 original 1928 Mickey Mouse watches for $1,500. Offer
will be held open until September 10.
Gordon

b.

September 2, 1970. To Gordon: Mickey Mouse market is
bearish now. I am still considering your offer, will advise
shortly.
Andrews
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c.

September 2, 1970. To Gordon: Understand you are offering
for sale 25 original 1928 Mickey Mouse watches for $1,500.
I accept your offer.
Speculator
d. September 3, 1970. To Andrews: Your judgment of market
condition is wrong. Offer withdrawn.
Gordon
e. September 3, 1970. To Speculator: You know value when
you hear about it. It’s a deal.
Gordon
f. September 7, 1970. To Gordon: You’re a hard man to deal
with. Accept your offer.
Andrews

36.

Gordon's withdrawal of his offer to Andrews was effective when Andrews
received Gordon’s telegram dated September 3.

37.

Andrews’ telegram dated September 7 operated as an acceptance only
when Gordon received that telegram.

38.

Speculator’s telegram dated September 2 created a contract between
Gordon and Speculator when received by Gordon.

39.

Gordon has entered into a contract with both Andrews and Speculator.

40.

Assuming Gordon died on September 6, his offer to Andrews terminated
on that date even if Andrews had no notice until September 15.

C. Ott owes Casey $6,000 which is past due. Casey offers to discharge this
debt if Ott promises to pay $3,000 to Casey’s wife, pay $2,000 to Milton, a creditor
of Casey, and give Casey his stamp collection which has a market value of $500.
Ott accepts the offer.
41.

This contract is an example of a bilateral contract.

42.

After Ott fully performs, Casey may recover a judgment against Ott
for $500.

43.

Assuming Ott defaults, Casey’s wife and Milton may recover judgments
against Ott for $3,000 and $2,000 respectively.

44.

Casey’s wife and Milton are both incidental beneficiaries.

45.

If Ott fully performs, there is an accord and satisfaction.

D. In the presence of three witnesses, Boyd enters into an oral agreement
with Stanley to purchase Stanley’s house for $30,000 cash. Thereafter, Stanley
refuses to sell the house to Boyd. Boyd sues Stanley for breach of contract and
seeks a decree of specific performance from the court to compel Stanley to deliver
a deed to the house. Stanley pleads the Statute of Frauds as a defense.
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46.

The oral agreement is void.

47.

The oral agreement is valid and enforceable if the three witnesses
testify in court that the oral agreement was entered into.

48.

Assuming that the agreement has been signed only by Stanley, Boyd
need not also sign it to satisfy the Statute of Frauds.

49.

Assuming that the agreement is enforceable, Boyd is entitled only to
an award of money damages.

50.

Assuming that Boyd gave Stanley a cash deposit, the oral agreement
is unenforceable.

E. Norton, a minor, purchased a car for his personal use for $1,000 cash
from Adams, a car dealer. Norton also purchased an acre of unimproved land
for $3,000 cash from Holmes. Adams and Holmes knew that Norton was a minor.
51.

Norton may disaffirm both contracts at any time during his minority by
tendering the car and the land to Adams and Holmes respectively.

52.

A disaffirmation by Norton must be in writing and signed to be legally
effective.

53.

Norton’s ratification of the two contracts during his minority would
not legally bar him from disaffirming both contracts at any subsequent
time.

54.

Norton may ratify his contracts only by giving Adams and Holmes
written notice to that effect when he reaches his majority or within a
reasonable time thereafter.

55.

Neither Adams nor Holmes may disaffirm his contract with Norton if
Norton wants to affirm.

F. Peters, a car dealer, makes the following representations to Evans in
selling a car to Evans for $900.
a. The car has been driven 50,000 miles.
b. The market value of the car is $1,000.
c. The manufacturer’s warranty on the car does not expire for one year.
The facts are:
a. Peters turned back the odometer from 70,000 miles.
b. The market value of the car is $800.
c. Unknown to Peters the warranty has expired.

56.

Peters’ statement as to the value of the car constitutes fraud.

57.

Peters’ statement as to the warranty constitutes fraud.

58.

Evans may rescind the contract at any time after he discovers that Peters
turned back the odometer.
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59.

If Evans affirms the contract after discovering that Peters turned back
the odometer, he is barred from recovering a judgment for damages
against Peters.

60.

There is a legal difference between innocent misrepresentation and fraud.

Number 3 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered sentences states a legal conclusion relating
to the lettered material. You are to determine whether the legal conclusion is true
or false according to the Uniform Commercial Code and general principles of sales
law. Write on a separate sheet whether each conclusion is true or false. Your grade
will be determined from your total of correct answers less a penalty for your in
correct answers; an omitted answer will not be considered an incorrect answer.
Items to be Answered
A.

Archer, a farmer, wrote Nevins, a tractor dealer, as follows:
Confirming telephone conversation of today, please ship me one
Centipede Model 2 tractor at $3,500, COD.
Archer

Nevins failed to deliver the tractor to Archer who thereafter bought one
elsewhere for $5,000.
61.

Archer has a valid cause of action on a contract of sale against Nevins.

62.

The answer to the preceding question would be different if Archer’s
letter had been accompanied by a $3,500 check which Nevins cashed.

63.

Assume that 15 days after receiving and reading Archer’s letter, Nevins
wrote Archer advising that the price for the tractor was $4,000 and
that he would not sell for $3,500. In such a case, Archer would have a
valid cause of action against Nevins for breach of contract.

64.

The answer to the preceding question would be the same if both Archer
and Nevins were tractor dealers.

65.

Assume that promptly upon receipt of Archer’s letter, Nevins shipped
the tractor and Archer refused to pay $3,500 on delivery. In such a
case, Archer may successfully defend Nevins’ action for breach of con
tract on the basis that no enforceable contract existed.

B. In connection with his examination of the financial statements of the
Commonwealth Boiler Company for the year ended March 31, 1970, a CPA is
concerned about the legal implications of the following situation: Common
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wealth Boiler Company agreed in a contract of sale made on January 2, 1970
to sell and deliver nine boilers to Osgood Contracting Corporation, three boilers
to be delivered on or about February 1, three on or about March 1 and the re
maining three on or about April 1. Payment of the price, plus interest, was to be
made by Osgood in six monthly installments commencing May 1. In negotiating
the contract on January 2 Osgood falsely represented its solvency to Common
wealth in writing. On March 15, after timely delivery of the first six boilers, Com
monwealth learns of Osgood’s insolvency. No payment of any part of the price
of the boilers has been made by Osgood.
66.

Commonwealth may legally refuse to deliver the remaining three boilers
unless Osgood pays the price therefor in cash on delivery.

67.

Before it is obligated to deliver the remaining three boilers, Common
wealth may demand immediate cash payment for the six boilers previ
ously delivered.

68.

If the remaining three boilers have been shipped but not yet delivered,
Commonwealth may stop delivery in transit.

69.

If, immediately upon discovery of Osgood’s insolvency, Commonwealth
demands return of all boilers previously delivered, its rights therein would
be superior to those of other general creditors of Osgood even though it
had no perfected security interest in the boilers.

70.

On the basis of the facts set forth in item 69, Commonwealth could
reclaim the six boilers from Dunkins, even though Dunkins had acquired
them from Osgood in good faith and for value.

C. Ace Equipment Company delivered a printing press to Green Printers,
Inc. The written agreement between Ace and Green provided that the press could
be returned after a reasonable trial period if it did not satisfy Green’s needs.
Payment was to be made upon Green’s acceptance. One week after delivery of
the press, Green is adjudicated a bankrupt. Ace Equipment’s CPA is discussing
with the credit manager the amounts, if any, to be included in the financial state
ments for this transaction.
71.

This was a sale-or-return transaction.

72.

The answer to item 71 would be different if Green was in the business
of selling printing presses for its own account.

73.

Risk of loss on the press was upon Ace after the delivery to Green.

74.

Ace could successfully repossess the printing press from Green’s trustee
in bankruptcy.

75.

Assuming that the agreement between Ace and Green providing for the
return of the press was not written, Ace could not repossess the press from
Green’s trustee in bankruptcy.

Business L aw

227

D. Pursuant to a written contract of sale Falmouth Ltd., a British manufac
turer, agreed to sell and deliver 15 electric generators to Harris & Co., an American
equipment dealer located in St. Louis, terms $150,000, C.I.F. New York. In connec
tion with his effort to secure a proper cut-off of inventory transactions at the balance
sheet date, several legal questions have come to the attention of Harris’ CPA
regarding the contract with Falmouth.
76.

The price to Harris included the cost of the goods, freight to New York
and insurance for Harris’ account.

77.

Harris is required to pay the price upon tender to it of proper documents
although the goods have not yet arrived in New York.

78.

Assuming Falmouth properly discharges all of its obligations under the
contract, risk of loss of the goods at sea is upon Harris.

79.

If Falmouth had neglected to effect insurance for Harris’ account, the
answer to the preceding questions would be the same.

80.

If the contract had specified “C & F” terms, risk of loss at sea would
be upon Falmouth.

E. Ingram, a do-it-yourself type, decided to paint the exterior of his house
with the new Excello All Purpose brand of paint which was advertised to be “nochipping or peeling and absolutely weatherproof” for five years. Ingram purchased
the Excello paint from Collins’ paint store. Shortly after painting the house, Ingram
discovered that the paint had blistered and was peeling in several places and that
his paint job had not stood up well in a mild rain storm.
81.

Since Ingram bought the paint from Collins by trade name, no implied
warranty by Collins attached to the sale.

82.

In selling the paint to Ingram, Collins impliedly warranted its merchant
ability.

83.

Advertising claims such as those made by Excello have been held to
be express warranties.

84.

If Ingram advised Collins of his intended use for the paint and Collins
suggested the Excello All Purpose brand, Collins warranted the fitness
for use by Ingram.

85.

If Collins sold the paint to Ingram with a written warranty that it was
suitable for exterior use, there could be no implied warranties in connec
tion with the sale.

F. Dexter Company, a clothing manufacturer, purchased goods from
Johnson Fabrics, Inc. The contract specified 100 bolts of a 50% wool, 50% ace
tate fabric in a particular color. Only 75 bolts were delivered by Johnson and
25 of these were not of the color specified in the contract.
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86.

Dexter may reject the entire shipment.

87.

Dexter may accept the 50 bolts of the proper color and reject the re
mainder of the shipment.

88.

Assume Dexter accepted the entire shipment and later discovered, on test
ing, that the goods were only 25% wool. In such a case, Dexter is bound
by its acceptance.

89.

If the goods were shipped F.O.B. Johnson’s plant, risk of loss was upon
Dexter and it could not reject the goods.

90.

Assume that Johnson became insolvent before delivery but after identi
fication to the contract and that Dexter paid for the goods upon execu
tion of the contract and seven days before Johnson’s insolvency. In such
a case, Dexter could recover the goods from Johnson’s creditors.

Number 4 (Estimated time— 25 to 30 m inutes)
Part a. During your examination of the financial statements of the Fantastic
Fan and Air Conditioning Corporation, you wish to ascertain the validity of a
certain account receivable.
The account resulted from an $8,000 sale of air conditioning equipment to
Arista Apartments by Joe Wells, a free lance jobber. Wells had been retained
previously to sell certain products for Fantastic Fan; the relationship had deterior
ated and for more than six months Wells had not been commissioned to make
such sales. Nevertheless Wells, representing himself as the sales agent for Fan
tastic Fan, made the aforementioned $8,000 sale. Upon receiving the Arista order
from Wells, Fantastic Fan promptly notified Arista that it accepted the order and
would ship within 10 days.
Prior to delivery Arista, learning of Wells’ lack of authority and realizing
that it had made a bad bargain, promptly repudiated its order by notifying Fan
tastic Fan that it was not bound on the purchase contract because of Wells’ lack
of authority.
Required:
Has a valid and enforceable account receivable been created? Explain.
Part b. Your examination of Fantastic Fan’s financial statements also dis
closes a problem relating to accounts payable.
James Williamson was one of Fantastic Fan’s general purchasing agents.
On August 11th the president of Fantastic Fan sent Williamson a lengthy memo
randum indicating that storage space had become so costly that the Company was
no longer prepared to purchase and store a large inventory of fans during the
winter. The president stated that no further purchases were to be made. The
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Company had previously made such purchases when it could buy manufacturer
close-outs at bargain prices.
Williamson glanced hurriedly at the memo but did not pay serious attention
to it at the time. Unfortunately, he called upon one of the Company’s leading
suppliers of fans later on the same day and was offered 500 large fans at a sub
stantial reduction. Williamson promptly accepted and signed an order for the 500
fans on Fantastic Fan’s behalf. Williamson had made such purchases in prior
years. Fantastic Fan upon learning of the purchase promptly notified the manu
facturer that it cancelled the order and denied liability since Williamson had no
authority to make the purchase.
Required:
Is Fantastic Fan correct in its denial of liability? Explain.
Part c. During your examination of the financial statements of the White
Bakery Company you discover that a tort liability claim of $100,000 has been
asserted against the Company. Frank Anthony was one of the Company’s delivery
truck drivers. One afternoon while making deliveries Anthony decided to watch
a few innings of the home team’s baseball game on television. Fearing detection
if he remained in the neighborhood where his route was located, he drove to
another part of town where the Company did not have any customers. He parked
the delivery truck on a side street and proceeded to the Lucky Horse Bar and Grill.
While watching the game there he became embroiled in a heated argument with
William Watson, another customer of the bar. In a rage, Anthony pushed Watson
off his bar stool. Watson suffered a broken hip and is suing White Bakery for
$100,000.
Required:
Is White Bakery liable to Watson as a result of Anthony’s tortious conduct?
Explain.
Part d. During your examination of the financial statements of the Ace Equip
ment Company you discover a problem relating to a sale.
Charles Jackson was one of Ace’s best salesmen. The Company had placed
him on a special incentive payment plan whereby he could double his salary if he
doubled his sales volume. Jackson was very aggressive and used hard sell tech
niques. He had an opportunity to sell 15 fork lifts to a cargo handling company,
a sale that would put him over the top in his incentive plan. The cargo company
insisted upon an express warranty that the particular fork lifts would handle 8,000
pounds safely. Jackson, without authority and knowing the lifts were only guar
anteed to handle 7,000 pounds, represented that the equipment had an 8,000
pound capacity. He thought that the lifts probably were adequate. Ace Equipment
neither authorized this express warranty nor was aware of Jackson’s misrepresen
tation.
Two weeks after delivery of the fork lifts one of them gave way and dropped
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a carton containing computer equipment weighing 7,800 pounds. The cargo com
pany seeks to return the fork lifts to Ace and to recover for the damage caused
to the computer equipment. Ace refuses to refund the money for the fork lifts and
denies liability for Jackson’s misrepresentation.
R e q u ir e d :

What are the rights of the cargo company against Ace Equipment? Explain.

N um ber 5 (E stim a ted tim e— 2 0 to 2 5 m in u te s)
Part a. The Chriswell Corporation decided to raise additional long-term capital
by issuing $3,000,000 of 8% subordinated debentures to the public. May. Clark
& Co., CPAs, the company’s auditors, were engaged to examine the June 30, 1970
financial statements which were included in the bond registration statement.
May, Clark & Co. completed its examination and submitted an unqualified
auditor’s report dated July 15, 1970. The registration statement was filed and
became effective on September 1, 1970. Two weeks prior to the effective date one
of the partners of May, Clark & Co. called on Chriswell Corporation and had lunch
with the financial vice president and the controller. He questioned both officials
on the company’s operations since June 30 and inquired whether there had been
any material changes in the company’s financial position since that date. Both
officers assured him that everything had proceeded normally and that the financial
condition of the company had not changed materially.
Unfortunately the officers’ representation was not true. On July 30, a sub
stantial debtor of the company failed to pay the $400,000 due on its account
receivable and indicated to Chriswell that it would probably be forced into bank
ruptcy. This receivable was shown as a collateralized loan on the June 30 financial
statements. It was secured by stock of the debtor corporation which had a value
in excess of the loan at the time the financial statements were prepared but was
virtually worthless at the effective date of the registration statement. This $400,000
account receivable was material to the financial condition of Chriswell Corporation,
and the market price of the subordinated debentures decreased by nearly 50%
after the foregoing facts were disclosed.
The debenture holders of Chriswell are seeking recovery of their loss against
all parties connected with the debenture registration.
R e q u ir e d :

Is May, Clark & Co. liable to the Chriswell debenture holders? Explain.
P art b. Meglow Corporation manufactured ladies’ dresses and blouses. Be
cause its cash position was deteriorating, Meglow sought a loan from Busch
Factors. Busch had previously extended $25,000 credit to Meglow but refused to
lend any additional money without obtaining copies of Meglow’s audited financial
statements.
Meglow contacted the CPA firm of Watkins, Winslow & Watkins to perform
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the audit. In arranging for the examination, Meglow clearly indicated that its
purpose was to satisfy Busch Factors as to the Corporation’s sound financial con
dition and thus to obtain an additional loan of $50,000. Watkins, Winslow &
Watkins accepted the engagement, performed the examination in a negligent man
ner and rendered an unqualified auditor’s opinion. If an adequate examination had
been performed, the financial statements would have been found to be misleading.
Meglow submitted the audited financial statements to Busch Factors and ob
tained an additional loan of $35,000. Busch refused to lend more than that amount.
After several other factors also refused, Meglow finally was able to persuade
Maxwell Department Stores, one of its customers, to lend the additional $15,000.
Maxwell relied upon the financial statements examined by Watkins, Winslow &
Watkins.
Meglow is now in bankruptcy and Busch seeks to collect from Watkins,
Winslow & Watkins the $60,000 it loaned Meglow. Maxwell seeks to recover
from Watkins, Winslow & Watkins the $15,000 it loaned Meglow.
R e q u ir e d :

1.

Will Busch recover? Explain.

2.

Will Maxwell recover? Explain.

N um ber 6 (E stim a ted tim e— 2 0 to 2 5 m in u te s)

Simpson and Walker are partners in a chain of grocery stores. Simpson
dies on February 1. A week later, Mrs. Simpson advises Walker that she has decided
that she will take her late husband’s place as a partner in the business. Walker
refuses to allow her to do so. Mrs. Simpson tells Walker that she will not insist if
Walker turns over to her one half of the grocery stores in the chain; her late
husband owned a one-half interest in the partnership. Walker refuses and insists
on buying her out although the partnership agreement contains no provisions
for such a transaction. In the meantime Norris, a creditor of the partnership
before Simpson’s death, sues the partnership, Walker and the Estate of Simpson
individually, while Overton, a personal judgment creditor of Walker, seeks to
attach partnership property to satisfy the judgment that he obtained against Walker.
R e q u ir e d :
a.

What effect does Simpson’s death have on the partnership?

b.

What are Walker’s rights with respect to the partnership upon Simpson’s
death?

c.

What are Mrs. Simpson’s rights with respect to the partnership upon her
husband’s death? Explain.

d.

What are Norris’ rights against the partnership, Walker and the Estate
of Simpson?

e.

What are Overton’s rights against the partnership property? Explain.
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Number 7 (Estimated time— 25 to 30 minutes)
Part a. In your examination of the financial statements of the Terminal Ice
Company for the year ended September 30, 1970 you discover correspondence
relating to a dispute concerning the transferability to Igloo Ice Cream Company
of Terminal’s contract with The Polar Bear Ice Cream Company. Polar Bear had
been purchased by Igloo. A synopsis of the facts follows.
Terminal made a contract to deliver ice to Polar Bear. Before the contract
expired, Polar Bear assigned the contract to Igloo. Terminal refused to deliver
ice to the assignee and was threatened by Igloo with legal action for recovery of
damages for the alleged breach.
The contract obligated Terminal to sell and deliver to the loading platform of
Polar Bear up to 250 tons of ice per week for $23.25 a ton. The contractual rights
of Terminal were (a) to be paid every Tuesday for all ice purchased by Polar Bear
during the week ending at midnight of the preceding Saturday; (b) to require
Polar Bear neither to buy nor accept ice from any source other than Terminal,
except for amounts needed in excess of the weekly maximum of 250 tons. The con
tract was for a period of three years with an option that permitted Polar Bear
to renew for an additional three years. Polar Bear renewed for three years.
Before the first year of the renewal contract had expired, without the consent
or knowledge of Terminal and for a valuable consideration, Polar Bear executed and
delivered to Igloo on August 15, 1970 a written assignment of its agreement with
Terminal. The assignment was part of the purchase transaction by which Igloo
acquired “the plant, equipment, rights, credits, choses in action, goodwill, contracts
and trade, custom and patronage rights” and any other assets of Polar Bear’s ice
cream business. The purchaser took full possession and continued the former busi
ness carried on by Polar Bear which was to be operated as a separate division
engaged in the ice cream business serving the same area as before the purchase.
Igloo was prepared to pay cash for all ice delivered under the contract.
Igloo is a much larger company than Polar Bear and serves an area contiguous
to Polar Bear’s. Igloo’s plants are more efficient and have sufficient capacity to
supply the markets of both companies during most of the year; thus, Igloo would
probably buy ice from Terminal only when there was a price advantage in doing so.
As soon as Terminal learned of this purported assignment and the acquisition
of Polar Bear by Igloo, it notified Polar Bear that the contract was terminated
and declined to deliver any ice to Igloo. Obligations between the original parties
were fully performed and discharged to the date of assignment.
Required:
1.

What are the legal problems and implications of the above facts? Discuss.

2. What is the effect of these legal problems and implications on the financial
statements of Terminal Ice Company for the year ended September 30, 1970?
Discuss.
Part b. In the course of the examination of the financial statements of Wil
liams Watch Company for the year ended October 31, 1970, the following sit
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uation was discovered during a review of correspondence included in the purchase
orders outstanding file.
[A letter addressed to Williams]
October 12, 1970. Gentlemen: We offer a once in a lifetime sale of gold
filled expansion watch bands, catalogue #426, at $7.26 each. Minimum
order 500, maximum order 1,000. Acceptance by October 15, 1970.
Delivery F.O.B. Buffalo by the end of the month, 2/10, net/30.
Very truly yours,
Jackson Watch Band Co.
[To this Williams replied by mail]
October 15, 1970. Gentlemen: We accept. Please rush shipment of 500.
We can use them immediately. Ship draft against bill of lading inspec
tion allowed.
Williams Watch Co.
[Jackson sent Williams the following letter]
October 17, 1970. Gentlemen: Sorry your acceptance did not arrive until
October 16 and was improper in several respects. We regret we cannot
accept your counter offer because the price on the item has risen to $8.75
each. We will be happy to receive an order at this price.
Very truly yours,
Jackson Watch Band Co.
Further review disclosed that on October 15, 1970, Williams Watch made a
firm contract to sell Promotions, Inc. 500 gold filled expansion watch bands
identified as #426 at $8.00 each. Williams Watch has been unable to find another
supplier who would provide 500 watch bands of a quality comparable to #426
at a unit price of less than $8.75.
Required:
1.

What are the legal problems and implications of the above facts? Discuss.

2. What is the effect of these legal problems and implications on the finan
cial statements of Williams Watch Company for the year ended October 31, 1970?
Discuss.

Number 8 (Estimated time— 20 to 25 minutes)
Part a. Joseph Martin persuaded his employer, Robert Franklin, to issue a check
payable to the order of Milton Small in the amount of $1,000. Martin represented
to Franklin that Small was entitled to a refund of $1,000 for merchandise returned
that day by Small. Franklin delivered the check to Martin and instructed him to
mail it to Small.
Martin’s statement was false. He did not know any person called Milton Small.
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When Martin received the check intended for Small, he endorsed the check in
the name of Milton Small and delivered it to Arthur Smith, a holder in due course.
Martin absconded and when Franklin discovered what had happened he stopped
payment on the check. Smith sues Franklin.
R e q u ir e d :

1.

Was the check bearer paper or order paper at the time of issue? Explain.

2.

Was Martin’s endorsement effective to negotiate the check? Explain.

3.

May Smith recover from Franklin? Explain.

P art b. Lawrence executed and delivered a check for $1,000 payable to the
order of Evans. Lawrence used due care in preparing the check. However, Evans
(by methods best known to forgers) raised the amount to $10,000 and negotiated
the check for value to Mark who took the check in good faith without notice of
the alteration. When Mark presented the check for payment it was returned
marked “insufficient funds.” Mark then sued Lawrence. In connection with his
examination of Lawrence’s financial statements, a CPA is attempting to determine
the liability and related loss on this item, if any.
R e q u ir e d :

1.

Can Mark recover? Explain.

2.

If so, how much? Explain.

Part c.

In the course of his examination of Smith’s financial statements, a CPA
learns that Smith drew a check on the State Bank payable to the order of Paul
N. Hodys in the sum of $500 and delivered it to Hodys for goods sold and delivered.
Morris stole the check from Hodys, endorsed Hodys’ name and delivered the
check to Parks who took the check for value in good faith and deposited the
check in his account in the National Bank. National Bank collected the amount
of the check from State Bank who in turn charged Smith’s account in the sum of
$500.
R e q u ir e d :

1.

What are the rights of Smith against State Bank? Explain.

2.

What are the rights of Hodys against State Bank? Explain.

3.

What are the rights of State Bank against National Bank? Explain.

EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
N ovem ber 6 . 1 9 7 0 ; 1 : 3 0 to 5 : 0 0 p .m .

Number 1 (Estimated time— 25 to 30 m inutes)
Instructions
Select the best answer choice for each of the following items which relate to
a variety of issues in accounting theory. Write your answer on a separate sheet.
Select only one answer for each item. Your grade will be determined from your
total of correct answers.
An example of the manner in which the answer sheet should be marked is
shown in the following illustration:
Item
99.

The term deficit is synonymous with
a. Net operating loss carryforward.
b. Deferred credit.
c. Negative balance in retained earnings account.
d. Bank overdraft.
Answer Sheet
99.

c.

Items to be Answered
1.

A restriction of retained earnings is most likely to be required by the
a. Exhaustion of potential benefits of the investment credit.
b. Purchase of treasury stock.
c. Payment of last maturing series of a serial bond issue.
d. Amortization of past service costs related to a pension plan.

2.

A feature common to both stock split-ups and stock dividends is
a. A reduction in total capital of a corporation.
b. A transfer from earned capital to paid-in capital.
c. A reduction in book value per share.
d. Inclusion in a conventional statement of source and application
of funds.
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3. Marketable securities held to finance future construction of additional
plants should be classified on a balance sheet as
a. Current assets.
b. Property, plant and equipment.
c. Intangible assets.
d. Investments and funds.
4. The APB (Accounting Principles Board) has been functioning for more
than a decade. The best statement as to its current position with respect to generally
accepted accounting principles is that
a. Accounting Research Bulletins (issued by its predecessor) remain
in effect if not specifically modified or rescinded.
b. Accounting Research Bulletins are no longer in effect.
c. Compliance with its pronouncements has become mandatory.
d. It has rendered Opinions covering all of the generally accepted
accounting principles.
5. Accounting for a governmental unit tends to be somewhat different
from that for a business, but accounting for a business is most like accounting for
a. A special revenue fund.
b. A special assessment fund.
c. An enterprise fund (utility fund).
d. A capital projects fund (bond fund).
6. An example of an item the entire amount of which is usually an incre
mental cost is
a. Manufacturing overhead.
b. Direct cost.
c. Conversion cost.
d. Period cost.
7. Calculation of the amount of the equal periodic payments which would
be equivalent to a year 0 outlay of $1,000 is most readily effected by reference
to a table which shows the
a. Amount of 1.
b. Present value of 1.
c. Amount of an annuity of 1.
d. Present value of an annuity of 1.
8. The principal disadvantage of using the percentage-of-completion method
of recognizing revenue from long-term contracts is that it
a. Is unacceptable for income tax purposes.
b. May require that interperiod tax allocation procedures be used.
c. Gives results based upon estimates which may be subject to con
siderable uncertainty.
d. Is likely to assign a small amount of revenue to a period during which
much revenue was actually earned.
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9. For income statement purposes depreciation is a variable expense if
the depreciation method used for book purposes is
a. Units-of-production.
b. Straight line.
c. Sum-of-years-digits.
d. Declining balance.
10. When permanent improvements constructed by a governmental unit are
to benefit and to be paid for largely by taxpayers in the immediate area, the receipts
and expenditures related to the project should be accounted for in
a. A special revenue fund.
b. A special assessment fund.
c. An intragovernmental service fund (working capital fund).
d. The general fixed assets group.
11. When a portion of inventories has been pledged as security on a loan,
a. The value of the portion pledged should be subtracted from the debt.
b. An equal amount of retained earnings should be appropriated.
c. The fact should be disclosed but the amount of current assets
should not be affected.
d. The cost of the pledged inventories should be transferred from
current assets to noncurrent assets.
12.

A contingent liability
a. Has a most probable value of zero but may require a payment if a
given future event occurs.
b. Definitely exists as a liability but its amount and/or due date is
indeterminate.
c. Is commonly associated with operating loss carry-forwards.
d. Is not disclosed in the financial statements.

13. Property, plant and equipment should be reported as valued at cost less
accumulated depreciation on a balance sheet dated December 31, 1970 unless
a. Some obsolescence is known to have occurred.
b. An appraisal made during 1970 disclosed a higher value.
c. The amount of insurance carried on the property is well in excess
of its book value.
d. Some of the property still on hand was written down in 1966 pur
suant to a quasi-reorganization.
14. The valuation of inventories on a prime cost basis
a. Would achieve the same results as direct costing.
b. Would exclude all overhead from reported inventory costs.
c. Is always achieved when standard costing is adopted.
d. Is always achieved when the LIFO flow assumption is adopted.
15. An example of an item which is not an element of working capital is
a. Accrued interest on notes receivable.
b. Treasury stock.
c. Goods in process.
d. Temporary investments.
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16. The test of marketability must be met before securities owned can be
properly classified as
a. Debentures.
b. Treasury stock.
c. Long-term investments.
d. Current assets.
17.

An
a.
b.
c.
d.

example of an item which is not a liability is
Dividends payable in stock.
Advances from customers on contracts.
Accrued estimated warranty costs.
The portion of long-term debt due within one year.

18.

Convertible subordinated debentures
a. Have priority over other indebtedness.
b. Are usually secured by a first or second mortgage.
c. Pay interest only in the event earnings are sufficient to cover the
interest.
d. Can be exchanged for other securities.

19. The practice of realizing cash from trade receivables prior to their matur
ity dates is widespread. A term which is not associated with this practice is
a. Hypothecation.
b. Factoring.
c. Defalcation.
d. Pledging.
20. If, in consolidated financial statements, a domestic subsidiary meets the
criteria for inclusion as a consolidated subsidiary but is not consolidated, the
investment in the subsidiary should be reported
a. Under the equity method.
b. At cost.
c. Either at cost or under the equity method.
d. At market value.

N u m b er 2 (E stim a ted tim e— 2 0 to 2 5 m in u te s)

Kwik-Bild Corporation sells and erects shell houses. These are frame struc
tures that are completely finished on the outside but are unfinished on the inside
except for flooring, partition studding and ceiling joists. Shell houses are sold
chiefly to customers who are handy with tools and who have time to do the interior
wiring, plumbing, wall completion and finishing and other work necessary to
make the shell houses livable dwellings.
Kwik-Bild buys shell houses from a manufacturer in unassembled packages
consisting of all lumber, roofing, doors, windows and similar materials necessary
to complete a shell house. Upon commencing operations in a new area, KwikBild buys or leases land as a site for its local warehouse, field office and display
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houses. Sample display houses are erected at a total cost of from $3,000 to $7,000
including the cost of the unassembled packages The chief element of cost of the
display houses is the unassembled packages, since erection is a short low-cost
operation. Old sample models are torn down or altered into new models every
three to seven years. Sample display houses have little salvage value because dis
mantling and moving costs amount to nearly as much as the cost of an un
assembled package.
R e q u ir e d :
a. A choice must be made between (1) expensing the costs of sample dis
play houses in the period in which the expenditure is made and (2) spreading the
costs over more than one period. Discuss the advantages of each method.
b. Would it be preferable to amortize the cost of display houses on the basis
of (1) the passage of time or (2) the number of shell houses sold? Explain.

N um ber 3 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

The equityholders of a business entity usually are considered to include
both creditors and owners. These two classes of equityholders have some charac
teristics in common, and sometimes it is difficult to make a clear cut distinction
between them. Examples of this problem include (1) convertible debt and (2)
debt issued with stock purchase warrants. While both examples represent debts
of a corporation, there is a question as to whether there is an ownership interest
in each case which requires accounting recognition.
R e q u ir e d :
a.

Identify :
1. Convertible debt.
2. Debt issued with stock purchase warrants.

b. With respect to convertible debt and debt issued with stock purchase
warrants, discuss:
1. The similarities.
2. The differences.
c.

1.
2.

d.

1.
2.

What are the alternative accounting treatments for the proceeds from
convertible debt? Explain.
Which treatment is preferable? Explain.
What are the alternative accounting treatments for the proceeds
from debt issued with stock purchase warrants? Explain.
Which treatment is preferable? Explain.
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Number 4 (Estimated time— 25 to 30 m inutes)
Inventories usually are an important asset for both manufacturing and mer
chandising firms. A proper balance of inventory quantities is desirable from several
standpoints. Maintaining such a balance is dependent upon a number of factors
including ordering at the proper time and in the correct lot size. Serious penalties
may attend both overstocking and stockout situations.
R e q u ir e d :

a. In connection with inventory ordering and control, certain terms are
basic. Explain the meaning of each of the following:
1. Economic order quantity.
2. Reorder point.
3. Lead time.
4. Safety stock.
b.

1. What are the costs of carrying inventories? Explain.
2. How does overstocking add to the cost of carrying inventories?

c.

1.
2.

What are the consequences of maintaining minimal or inadequate
inventory levels?
What are the difficulties of measuring precisely the costs associated
with understocking?

d. Discuss
overstocking and
1. For
2. For

the propriety of including carrying costs (of normal inventory,
understocking) in the inventory cost:
external reporting.
internal decision making.

Number 5 (Estimated time— 25 to 30 minutes)
On June 30, 1970, your client, The Vandiver Corporation, was granted two
patents covering plastic cartons that it has been producing and marketing profitably
for the past three years. One patent covers the manufacturing process and the
other covers the related products.
Vandiver executives tell you that these patents represent the most signifi
cant breakthrough in the industry in the past 30 years. The products have been
marketed under the registered trademarks Safetainer, Duratainer and Sealrite.
Licenses under the patents have already been granted by your client to other
manufacturers in the United States and abroad and are producing substantial
royalties.
On July 1, Vandiver commenced patent infringement actions against several
companies whose names you recognize as those of substantial and prominent com
petitors. Vandiver’s management is optimistic that these suits will result in a per
manent injunction against the manufacture and sale of the infringing products
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and collection of damages for loss of profits caused by the alleged infringement.
The financial vice-president has suggested that the patents be recorded at the
discounted value of expected net royalty receipts.
Required:
a.

What is an intangible asset? Explain.

b.

1.
2.

What is the meaning of “discounted value of expected net receipts”?
Explain.
How would such a value be calculated for net royalty receipts?

c. What basis of valuation for Vandiver’s patents would be generally ac
cepted in accounting? Give supporting reasons for this basis.
d.

1.

Assuming no practical problems of implementation and ignoring
generally accepted accounting principles, what is the preferable basis
of evaluation for patents? Explain.

2.

What would be the preferable theoretical basis of amortization?
Explain.

e. What recognition, if any, should be made of the infringement litigation
in the financial statements for the year ending September 30, 1970? Discuss.

N um ber 6 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

After extended negotiations Beach Corporation bought from Cedar Company
most of the latter’s assets on June 30, 1970. At the time of the sale Cedar’s
accounts (adjusted to June 30, 1970) reflected the following descriptions and
amounts for the assets transferred:
Contra
Book
(Valuation)
Value
Account
Cost
$ 80,600
$ 3,000
Receivables
$ 83,600
101,800
Inventory
5,200
107,000
—
Land
20,000
20,000
Buildings
134,500
73,000
207,500
Fixtures and equipment
163,300
205,000
41,700
Goodwill
50,000
50,000
$673,100
$122,900
$550,200
You ascertain that the contra (valuation) accounts were allowance for doubt
ful accounts, allowance to reduce inventory to market and accumulated depreci
ation.
During the extended negotiations Cedar held out for a consideration of
approximately $600,000 (depending upon the level of the receivables and inventory).
However, as of June 30, 1970 Cedar agreed to accept Beach’s offer of $450,000
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cash plus 1% of the net sales (as defined in the contract) of the next five years
with payments at the end of each year. Cedar expects that Beach’s total net
sales during this period will exceed $15,000,000.
R e q u ir e d :

a. Distinguish between a purchase and a pooling of interests in terms of
the entity interrelationships between the combining and the continuing units.
(Ignore accounting differences.)
b.
tions.

c.

The term “goodwill” often appears in connection with business combina
1.
2.

What is goodwill? Explain.
What is “negative” goodwill? Explain.

1.
2.

How should Beach Corporation record this transaction? Explain.
Discuss the propriety of recording goodwill in the accounts of
Beach Corporation for this transaction.

Number 7 (Estimated time— 30 to 35 minutes)
The financial statement opposite was prepared by employees of your client,
Linus Construction Company. The statement is unaccompanied by footnotes, but
you have discovered the following:
1. The average completion period for the Company’s jobs is 18 months.
The Company’s method of journalizing contract transactions is summarized in
the following pro-forma entries:
a.

Materials, supplies, labor and over
head charged to construction............. $XXX,XXX
Cash, various other assets, pay
ables, depreciation and other ac
counts ..............................................
To record actual costs incurred on jobs.

$XXX,XXX

b.

Materials, supplies, labor and over
head charged to construction............. $XXX,XXX
Unearned revenue on work in pro
gress ..................................................
$XXX,XXX
To accrue but defer estimated profit earned on work in progress.

c.

Accounts receivable ............................
$XXX,XXX
Unearned revenue on work in pro
gress ..................................................
$xxx,xxx
To charge customers for costs incurred to date.
[Most contracts provide that customers shall be billed for costs as
(continued on page 244)
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L inus C onstruction C om pany
STATEM ENT OF FINANCIAL PO SITIO N
O ctober 3 1 , 1 9 7 0

Current assets:
Cash ..........................................................................
Accounts receivable (less allowance of $15,000
for doubtful a c co u n ts).........................................
Materials, supplies, labor and overhead charged to
construction ........................................................
Materials and supplies not charged to construction
Deposits made to secure performance of contracts
Less current liabilities:
Accounts payable to subcontractors ....................
Payable for materials and supplies........................
Accrued payroll ......................................................
Accrued interest on mortgage n o t e ........................
Estimated taxes payable .......................................
Net working capital

$ 182,200
220,700
2,026,000
288,000
360,000
141,100
65,300
8,260
12,000
66,000

$3,076,900

292,660
2, 784, 240

Property, plant and equipment (at cost) :
Land and buildings . .
Machinery and
equipment ...........
Payments made on
leased equipment . .

Cost
Depreciation
Value
$ 983,300 $ 310,000 $ 673,300
905,000

338,000

567,000

230,700
$2,119,000

230,699
$ 878,699

1

Deferred charges:
Prepaid taxes and other expenses ........................
Points charged on mortgage note ........................
Total net working capital and noncurrent assets
Less deferred liabilities:
Mortgage note payable .........................................
Unearned revenue on work in progress...............
Total net assets ...........................................................
Stockholders’ equity:
6% preferred stock at par v a lu e ..........................
Common stock atpar v a lu e ....................................
Paid-in s u rp lu s .........................................................
Retained earnings ................................................
Treasury stock at cost(370 shares) ...................
Total stockholders’ equity ............................ ...........

1,240,301
11,700
10,800

300,000
1,898,000

22,500
4,047,041

2,198,000
$1,849,041

400,000
800,000
210,000
483,641
(44,600)
$1,849,041
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(continued from page 242)
incurred at the end of each month and that while jobs are in progress
95% of amounts billed shall be remitted within 15 days of billing.
Upon job completion the remainder of the contract price is billed
and recorded in an entry (e) in which the profit or loss realized on
the job is also recognized].
d.

e.

Cash ......................................................
Accounts receivable ........................
To record collections.

$XXX,XXX

Accounts receivable ............................
Unearned revenue on work in pro
gress ......................................................
(Loss) Profit realized on completed
jobs ......................................................
Materials, supplies, labor and over
head charged to construction . . . .
To record completion of job number .

$xxx,xxx

$XXX,XXX

$xxx,xxx
$XX,XXX or $XX,XXX
$XXX,XXX

2. Linus both owns and leases equipment used on construction jobs. Typi
cally, its equipment lease contracts provide that Linus may return the equipment
upon completion of a job or may apply all rentals in full toward purchase of the
equipment. About 70% of lease rental payments made in the past have been
applied to the purchase of equipment. While leased equipment is in use, rents are
charged to the account payments made on leased equipment (except for a $1 bal
ance) and is charged to jobs on which it has been used. In the event of purchase,
the balance in the Payments Made on Leased Equipment account is transferred to
the Machinery and Equipment account and the depreciation and other related
accounts are corrected.
3. Management is unable to develop dependable estimates of costs to
complete contracts in progress.
R e q u ir e d :

a.

Identify the weaknesses in the above financial statement.

b. For each item identified in part “a,” indicate the preferable treatment
and explain why the treatment is preferable.

E x a m in a tio n , M a y
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EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 5, 1971; 1:30 to 6:00 p.m.
GROUP I
A ll p ro b lem s a re req u ired .

Number 1 (Estimated time— 40 to 50 m inutes)
Instructions
Select the best answer choice for each of the following items which relate to
a variety of financial accounting problems. In determining your answer to each item
consider the information given in the preceding lettered statement of facts or data.
Use a separate answer sheet to indicate your answer. Choose only one answer for
each item. Your grade will be determined from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Lettered Statement of Facts
X. Gross billings for merchandise sold by Baker Company to its customers
last year amounted to $5,260,000; sales returns and allowances reduced the
amounts owned by $160,000.
Item
97. Net sales last year for Baker Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $4,800,000.
e. None of the above.
Answer Sheet
97. c.
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Items to be Answered
A. The following are statements of the Leathers Company:
L eathers C om pany
BALANCE SH E E T
January 1, 1 9 7 0

Assets
Current assets ................................................................................. $35,000
Buildings and equipment
......................................................
48,000
Accumulated depreciation— buildings and eq u ipm ent.............(15,000)
Patents ...........................................................................................
5,000
$73,000
Equities
Current lia b ilitie s ........................................................................ $ 9,000
Capital stock ...............................................................................
27,000
Retained earnings
.................................................................... 37,000
$73,000
L eathers C om pany
STA TEM EN T O F SOURCE AND A PPLIC A TIO N O F FUNDS
(A LL FINANCIAL R E SO U R C E S)

For 1970
Working capital, January 1, 1970
Funds provided:
Operations:
Net income
$24,000
Gain on sale—buildings
(4,000)
Depreciation—buildings and equipment
10,000
Amortization—patents
............
1,000
Issue of capital stock
Sale of buildings
.........................................

$26,000

31,000
13,000
7,000
77,000

Funds applied:
Dividends
12,000
Purchase of land
14,000
Purchase of buildings and equipment
30,000
56,000
Working capital, December 31, 1970 ........................
$21,000
Total assets on the Balance Sheet at December 31, 1970 are $105,000. Ac
cumulated depreciation on the building sold was $6,000.
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1. When the building was sold, the Buddings and Equipment account re
ceived a credit of
a. $17,000.
b. $13,000.
c. $10,000.
d. $9,000.
e. None of the above or not determinable from the above facts.
2. The book value of the buildings and equipment at December 31, 1970
was
a.
b.
c.
d.
e.

$65,000.
$59,000.
$53,000.
$40,000.
None of the above or not determinable from the above facts.

3. The current liabilities at December 31, 1970 were
a. $31,000.
b. $21,000.
c. $19,000.
d. $16,000.
e. None of the above or not determinable from the above facts.
4. The balance in the Retained Earnings account at December 31, 1970 was
a. $53,000.
b. $49,000.
c. $42,000.
d. $38,000.
e. None of the above or not determinable from the above facts.
5. Capital stock (plus capital in excess of par or stated value) at December
31, 1970 was
a. $40,000.
b. $37,000.
c. $27,000.
d. $14,000.
e. None of the above or not determinable from the above facts.
B. The following balance sheets as of the current date are for Parent Com
pany and its subsidiary:
Assets
Parent
$218,000
Current a s s e ts ...........................................
93,000
P l a n t .................................................................
Investment in subsidiary................................
145,000
G oodw ill...........................................................
—
$456,000

Consolidated
$363,000
161,000
—
(7,000)
$517,000
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Equities
Current liabilities ........................................... $ 83,000
Minority in te re s t..............................................
Capital stock ..................................................
320,000
Retained earn in g s...........................................
53,000
$456,000

$150,000
29,200
320,000
17,800
$517,000

Additional information: Parent uses the cost (legal-basis) method of account
ing for its investment in 80% of the capital stock of the subsidiary.
6. The stockholders’ equity of the subsidiary at the time Parent purchased
its interest was
a. $190,000.
b. $172,500.
c. $159,000.
d. $152,000.
e. None of the above or not determinable from the above facts.
7. The balance in the Capital Stock account of the subsidiary at the time
Parent purchased its interest was
a. $150,000.
b. $125,000.
c. $100,000.
d. $75,000.
e. None of the above or not determinable from the above facts.
8. The current stockholders’ equity of the subsidiary is
a. $173,000.
b. $159,000.
c. $152,000.
d. $146,000.
e. None of the above or not determinable from the above facts.
9. The current balance in the Retained Earnings account of the subsidiary
is
a.
b.
c.
d.
e.

$152,000.
$150,000.
$146,000.
$70,800.
None of the above or not determinable from the above facts.

10. The current working capital of the subsidiary is
a. $145,000.
b. $125,000.
c. $78,000.
d. $67,000.
e. None of the above or not determinable from the above facts.
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The following are symbols relating to compound interest formulas:

nPi = The present value of an annuity of n payments of $1 each at interest rate i
per period.
nPi = The present value of $1 for n periods at interest rate i per period.
nAi = The future value of an annuity of n payments of $1 each at interest rate i
per period.
nai = The future value of $1 for n periods at interest rate i per period.
R = A periodic cash payment (or receipt).

11. If one wishes to earn interest at an annual rate of 6% compounded
quarterly on an investment that promises to pay the lump sum of $1,000 at the
end of 6 years, the formula that could be used to compute the amount that should
be paid now is
a. $1,000(24A.015).
b. $ l,0 0 0 (24a .015).
c. $1,000(24P .015).
d. $ l,000(24p.015) .
e. None of the above.

12. If one wishes to earn interest at the annual rate of 4% compounded
semiannually on an investment contract that promises to pay $1,000 at the end of
20 years along with semiannual interest payments of $25 (computed at an annual
interest rate of 5% on the maturity amount), the formula that could be used to
compute the amount that should be paid now is
a. $ l,0 0 0 (20p.04) + $50 (20P.04).
b. $1,000(40p.02) + $25(40P.02) .
c. $1,0 0 0 (20p.05) + $50 ( 20P.05).
d. $1,000(40p.025) + $25(40P .025).
e. None of the above.

13. On May 1, 1971 one wishes to know the amount of the equal payments
that must be made semiannually beginning on November 1, 1971 to have a fund
of $10,000 at the end of 20 years. If one is certain that the fund will earn interest
at the annual rate of 6% compounded semiannually, a formula that could be used
to compute the periodic payment is
a. $10,000 = R ( 40A .03).
b. $10,000 = R ( 20A.06).
c. $10,000 = R (40P.03).
d. $10,000 = R ( 20P.06).
e. None of the above.
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14. On May 1, 1971 a new car was purchased on a four-year installment
contract which required payments of $100 now and $100 on the first day of each
month with the last payment due on April 1, 1975. If the annual interest rate is
6% compounded monthly, the formula that could be used to compute the apparent
cash price for the car is
a. $1,200(4P .06).
b. $100(47P .005) + $100.
c. $100(48P .005).
d. $100(47p.005) + $ 1 0 0 .
e. None of the above.
D. The Aim Company, a farm corporation, produced the following in its
first year of operations:
Selling Price
Per Bushel
9,000 bushels of w h e a t...................................................................
$2.40
6,000 bushels of oats .......................................................................... 1.40
During the year it sold two-thirds of the grain produced and collected threefourths of the selling price on the grain sold; the balance is to be collected in equal
amounts during each of the two following years.
Additional data for the first year:
Wealth at beginning of year 1 ................................................ $100,000
Wealth at end of year 1 ......................................................... 115,000
Depreciation on productive plant and equipm ent...............
3,000
Other production costs (cash)
4,500
Miscellaneous administrative costs (cash) ......................
3,600
Grain storage costs .................................................................
—
Selling and delivery costs (incurred and paid at time of sale)
— per bushel ........................................................................
.10
Additional stockholder investments during year 1
—
Dividends paid to stockholders during year 1 ...................
10,000
Income t a x e s ............................................................................
—
The Aim Company is enthusiastic about the accountant’s concept of matching
costs and revenues; it wishes to carry the idea to the extreme and to match with
revenues not only all direct costs but also all indirect costs such as those for
administration.

15. If revenues were recognized when production is complete (i.e., inventory
is carried at net selling price), income computed in accordance with the Com
pany’s matching objective for the first year would be
a. $21,600.
b. $17,900.
c. $17,400.
d. $7,400.
e. None of the above.
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16. If revenue were recognized on the sales basis, income computed in
accordance with the Company’s matching objective for the first year would be
a. $10,400.
b. $9,900.
c. $9,400.
d. $7,400.
e. None of the above.

17. If revenue were recognized on the cash-collection basis, income com
puted in accordance with the Company’s matching objective for the first year
would be
a. $8,700.
b. $6,300.
c. $4,400.
d. $2,900.
e. None of the above.

18. Recently the Company’s president was introduced to a noted British
economist who convinced him that the accountant’s accrual approach to measuring
income in fact was merely a partial accrual and that full accrual would require con
sideration of changes in “wealth” which was defined as “the present value of ex
pected net future receipts.” Following this it was suggested that a full accrual in
come for a period would be determined to be the amount that could be spent
during a period while leaving wealth unchanged. Income measured in this way for
the first year would be
a. $30,000.
b. $25,000.
c. $20,000.
d. $15,000.
e. None of the above.

Number 2 (Estimated time— 40 to 50 m inutes)
The controller of Cazy Corporation requested the office manager to prepare
a worksheet to be used in computing the Corporation’s taxable income on an ac
crual basis for the calendar year 1970. He instructed him to extend all items that
he knew would be the same for book and tax purposes to the income statement and
balance sheet columns and all items which he thought might be handled differently
to either a debit or credit suspense column. He asked that these questionable
amounts be listed on a separate sheet with all pertinent information. The suspense
analysis requested by the controller plus the related worksheet information for
1970 appear on the following pages.
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Office typew riters.........................................................
Machines ......................................................................
Building— Oldsville ....................................................
Automobile .................................................................
Building— Newville
Investment— Del Corporation ...................................
Investment— Rab C orporation.................................
Investment— municipal obligations ........................
Cash surrender value of life insurance .................
Accumulated depreciation on office typewriters
Accumulated depreciation on machines .................
Accumulated depreciation on Oldsville building
Accumulated depreciation on Newville building
Note payable to stockholder.....................................
Accrued contribution
Mortgage payable on Oldsville building ...................
Notes payable on machines
Proceeds from term life insurance policy
Proceeds from sale of office typewriters
Distribution from Rab Corporation
Interest on municipal obligations
Contributed building— N ew ville.................................
Profit on sale of s to c k ................................................
Bad debt recovery ......................................................
Depreciation on building—N ew v ille........................
Capital loss
Charitable contribution ..............................................
Life insurance p rem iu m ..............................................

Suspense
Debit
Credit
$ 5,000
10,000
52,000
5,400
50,000
22,500
29,600
33,000
14,000
$ 2,600
6,900
21,000
500
3,500
2,500
34,000
5,300
40,000
3,200
5,400
1,300
50,000
8,300
550
500
2,000
2,500
2,900

The following additional information was discovered for these transactions;
all items are for 1970 unless otherwise indicated:
1. Proceeds from sale of office typewriters— Typewriters (purchased in
1966 for $5,000) with accumulated depreciation of $2,600 were sold to a qualified
charitable organization for $3,200. Their actual fair market value was $4,000 on
the date of sale.
2. Notes payable on machines— On December 30 the indebtedness on these
notes was forgiven by the vendor in an arm’s-length transaction. The machines
were purchased for $10,000, and depreciation expense during 1970 was $2,200.
3. Oldsville Building— On December 20, 1970 title to the building along
with the existing mortgage was transferred to Bob Barnes, a 25% stockholder. The
building was purchased in 1955. This transfer did not relate to either a redemp
tion or a liquidation.
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4. Automobile— On December 31 a limousine was received from Rab, a
domestic corporation, representing a distribution of its earnings to Cazy Corpora
tion, a 25% stockholder. Immediately prior to the distribution, the auto had an
adjusted basis to Rab of $4,200 and a fair market value of $5,400.
5. Contributed building— Newville— This building, having a fair market
value of $50,000, was contributed to Cazy Corporation by a civic group solely
to induce it to locate in the town of Newville.
6. Investment in Del Corporation— Cazy Corporation’s holdings of all the
stock of Del, a domestic corporation, became worthless in 1970. Del Corporation
has received no personal holding company income.
7. Life insurance premium— Of the $2,900 premium $1,200 represents an
increase in the cash surrender value of a policy on the life of an officer with the
Corporation as beneficiary.
8. Note payable— stockholder—Jim Jarvis, a 25% stockholder, forgave the
Corporation’s $3,500 noninterest-bearing note payable to him.
9. Charitable contribution— The contribution was authorized by the Cor
poration’s board of directors on December 15, 1970 and was paid by check on
March 10, 1971.
10. Profit on sale of stock— This represents a premium on the Cazy Corpo
ration common stock which was issued July 1.
11. Bad debt recovery— The Corporation writes off specific accounts when
they are deemed to be uncollectible; a check of $550 was received on an account
receivable that was written off in 1963. The bad debt deduction produced no tax
benefit.
12. Capital loss— The Corporation realized a net short-term capital gain of
$4,500 and a net long-term capital loss of $6,400 on marketable security trans
actions in 1970. In addition, there was an unused capital loss carryover from
1964 of $1,500.
13. The Corporation has a net operating loss carryover of $67,000 from
1969 operations.
Required:
a. Assuming that its net income before suspense items is $98,400, prepare a
schedule showing the computation of the Cazy Corporation’s unconsolidated tax
able income for 1970 using every election available to reduce income (other than
Subchapter S tax option status) in accordance with the current Internal Revenue
Code and Tax Regulations. Include supporting schedules in good form.
b. Assume that accumulated earnings and profits as of January 1, 1970 were
properly computed to be $8,340. Prepare a schedule showing the Cazy Corpora
tion’s computation of accumulated earnings and profits as of December 31, 1970
in accordance with the current Internal Revenue Code and Tax Regulations (dis
regard income tax for the current year).
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Number 3 (Estimated time— 50 to 60 m inutes)
On January 2, 1970 Nolan-Paszkowski, Inc. was organized with two stock
holders, Richard Nolan and Lynn Paszkowski. Richard Nolan purchased 500 shares
of $100 par value common stock for $50,000 cash; Lynn Paszkowski received
500 shares of common stock in exchange for the assets and liabilities of a men’s
clothing shop that she had operated as a sole proprietorship. The trial balance
immediately after incorporation appears on the worksheet on page 257.
No formal books have been kept during 1970. The following information has
been gathered from the checkbooks, deposit slips and other sources:
1. Most balance sheet account balances at December 31, 1970 have been
determined and recorded on the worksheet on page 13.
2. Cash receipts for the year are summarized as follows:
Advances from custom ers........................................................... $
700
Cash sales and collections on accounts receivable (after sales
discounts of $1,520 and sales returns and allowances of
$ 1 ,9 4 0 ) .....................................................................................
126,540
Sale of equipment costing $5,000 on which $1,000 of deprecia
tion had accum ulated...........................................................
4,500
$131,740
3. Cash disbursements for the year are summarized as follows:
Insurance premiums
.............................................................$
825
Purchase of equipment
.................................
18,000
Addition to building
4,600
Cash purchases and payments on accounts payable (after pur
chase discounts of $1,150 and purchase returns and allow
ances of $ 1 ,8 0 0 ) ......................................................................
82,050
Remittance of payroll taxes (income tax of $3,200 and
F.I.C.A. taxes of $1,250— divided equally between em
ployee withholdings and employer)
4,450
Net salaries paid to em ployees..................................................
38,620
Utilities .........................................................................................
1,850
Dividends paid ............................................................................
1,500
Total cash disbursements
$151,895
4. Dividends of $.75 per share were declared on June 30, September 30
and December 31.
5. For tax purposes the depreciation expense for 1970 was: building $800,
equipment $3,350. For financial accounting purposes the depreciation expense
was: building $400, equipment $1,750.
6. Bad debts are estimated to be 1.2% of total sales for the year. The end
ing accounts receivable balance of $18,700 has been reduced by $650 for specific
accounts which were written off as uncollectible.
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7. Annual income tax rates are: 22% of the first $25,000, 48% on all
income over $25,000, a surcharge of 214 % for 1970 and no surcharge beyond
1970. Assume that advances from customers are not included in taxable income.
Required:
Complete the worksheet on page 257 for the preparation of accrual basis
financial statements. Formal financial statements and journal entries are not
required.
Number 4 (Estimated time— 40 to 50 minutes)
The stockholders’ equity section of Lowe Company’s balance sheet as of
December 31, 1970 contains the following:
$1.00 cumulative convertible preferred stock (par value
$25 a share; authorized 1,600,000 shares, issued 1,400,
000, converted to common 750,000, and outstanding
650,000 shares; involuntary liquidation value, $30 a
share, aggregating $19,500,000)
............................. $16,250,000
Common stock (par value $.25 a share; authorized 15,
000,000 shares, issued and outstanding 8,800,000
s h a r e s ) ..............................................................................
2,200,000
Additional paid-incapital .................................................... 32,750,000
Retained earnings.........................................................
40,595,000
Total stockholders’equity
$91,795,000
On April 1, 1970 Lowe Company acquired the business and assets and as
sumed the liabilities of Diane Corporation in a transaction accounted for as a
pooling of interests. For each of Diane Corporation’s 2,400,000 shares of $.25
par value common stock outstanding, the owner received one share of common
stock of the Lowe Company.
Included in the liabilities of Lowe Company are 514 % convertible subordi
nated debentures issued at their face value of $20,000,000 in 1969. The deben
tures are due in 1989 and until then are convertible into the common stock of
Lowe Company at the rate of five shares of common stock for each $100 deben
ture. To date none of these have been converted.
On April 2, 1970 Lowe Company issued 1,400,000 shares of convertible
preferred stock at $40 per share. Quarterly dividends to December 31, 1970 have
been paid on these shares. The preferred stock is convertible into common stock at
the rate of two shares of common for each share of preferred. On October 1,
1970, 150,000 shares and on November 1, 1970, 600,000 shares of the preferred
stock were converted into common stock.
During July 1969 Lowe Company granted options to its officers and key
employees to purchase 500,000 shares of the Company’s common stock at a price
of $20 a share. The options do not become exercisable until 1971.
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During 1970 dividend payments and average market prices of the Lowe com
mon stock have been as follows:
Dividend
Per Share

First quarter
Second quarter
Third quarter
Fourth quarter
Average for the year

$.10
.15
.10
.15

Average
M arket Price
Per Share

$20
25
30
25
25

The December 31, 1970 closing price of the common stock was $25 a share.
Assume that the bank prime interest rate was 7% throughout 1969 and 1970.
Lowe Company's consolidated net income for the year ended December 31, 1970
was $9,200,000. The provision for income taxes was computed at a rate of 48%.
R eq u ired :
a. Prepare a schedule which shows the evaluation of the common stock
equivalency status of the (1) convertible debentures, (2) convertible preferred
stock and (3) employee stock options.

b. Prepare a schedule which shows for 1970 the computation of:
1. The weighted average number of shares for computing primary earn
ings per share.
2. The weighted average number of shares for computing fully diluted
earnings per share.
c. Prepare a schedule which shows for 1970 the computation to the nearest
cent of:
1. Primary earnings per share.
2. Fully diluted earnings per share.

Cash
.
.........................................
Accounts receivable
.
Merchandiseinventory
..............
Unexpired insurance
..
Land ....................................................
B uildings .............................................
Accumulated depreciation—
b u ild in g s .........................................
Equipment
.........................
Accumulated depreciationequipment .......................................
Accounts payable
Advances from custom ers ..............
Salaries p a y a b le .............................
Income taxes w ithheld ......................
F.I.C.A. taxes p ay ab le.......................
Capital s to c k .......................................

$128,750

8,000

$ 50,000
12,400
23,000
350
15,000
20,000

2,400
17,300
900
600
450
100
100,000

7,000

$128,750

$

January 2, 1970
Debit
Credit

Balance Sheet

Debit

Credit

Summary and
Adjusting Entries

For the Year 1970

FINANCIAL STATEMENTS

Debit

1970
Credit

Income Statement

WORKSHEET FOR PREPARATION OF ACCRUAL BASIS

Nolan— Paszkowski, Inc.

Balance Sheet

18,700
24,500
200
15,000

8,679
550
1,595
775
190
100,000

December 31, 1970
Debit
Credit
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GROUP II
Estimated time— 50 to 60 minutes
Solve only one of the two problems in this group.
If both are solved, only the first will be considered.

Number 5
Instructions
Select the best answer choice for each of the following items which relate to
the application of quantitative methods to accounting. In determining your answer
to each item consider the information given in the preceding lettered statement of
facts. Use an answer sheet to indicate your answer. Mark only one answer for
each item. Your grade will be determined from your total of correct answers.
See Group I, Problem Number 1 for an example of the manner in which the
answer sheet should be marked.
Item s to b e A nsw ered

A. A construction company has contracted to complete a new building
and has asked for assistance in analyzing the project. Using the Program Evaluation
Review Technique (PER T), the following network has been developed:

All paths from the start point to the finish point, event 6, represent activities
or processes that must be completed before the entire project, the building, will be
completed. The numbers above the paths or line segments represent expected com
pletion times for the activities or processes. The expected time is based upon the
commonly used, 1-4-1, three-estimate method. For example, the three-estimate
method gives an estimated time of 4.2 to complete event 1.
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19. The critical path (the path requiring the greatest amount of time) is
a. 1-2-5-6.
b. 1-2-3-4-6.
c. 1-3-4-6.
d. 1-7-8-6.
e. 1-9-6.
20. Slack time on path 1-9-6 equals
a. 4.3
b. 2.8
c. .9
d. .4
e. 0
21. The latest time for reaching event 6 via path 1-2-5-6 is
a. 20.8
b. 19.3
c. 17.4
d. 16.5
e. 12.7
22. The earliest time for reaching event 6 via path 1-2-5-6 is
a. 20.8
b. 16.9
c. 16.5
d. 12.7
e. 3.5
23. If all other paths are operating on schedule but path segment 7-8 has
an unfavorable time variance of 1.9,
a. The critical path will be shortened.
b. The critical path will be eliminated.
c. The critical path will be unaffected.
d. Another path will become the critical path.
e. The critical path will have an increased time of 1.9.
B. A manufacturer expects to produce 200,000 widgets during the year
ending June 30, 1972 to supply a demand which is uniform throughout the year.
The setup cost for each production run of widgets is $144 and the variable cost
of producing each widget is $5. The cost of carrying one widget in inventory is
$.20 per year. After a batch of widgets is produced and placed in inventory, it is
sold at a uniform rate, and inventory is exhausted when the next batch of widgets
is completed.
Management wishes an equation to describe the above situation and deter
mine the optimal quantity of widgets to produce in each run in order to minimize
total production and inventory carrying costs.
Let c = Total annual cost of producing and carrying widgets in inventory.
X = Number of widgets to be produced in each production run.

2
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24. The
expressed as
a.
b.
c.
d.

number of production runs to be made in fiscal year 1972 could be

200,000 + 144X
200,000+ X
200,000
200,000
X
e.
X
200,000

25. Total setup costs for fiscal year 1972 could be expressed as
200,000
a. $144
X
b. $200,000
X
c. $144X
d. $144X
200,000
$144
e.
+ $X
200,000
26. Total cost of carrying inventory during fiscal year 1972 could be ex
pressed as
a. $.20($144X)
b. $.20X
c.

$.20

d. $.20
e. $.20

200,000
X
X
2
$144X
200,000

dc
27. The derivative, dx, of the equation to determine the optimal quantity of
widgets which should be produced during each production run in fiscal year
1972 is
.20
a. — 28,800,000 X - 2 +
2
b. — 144(200,000) X-1 +

.20
2

c. — 28,800,000 X2 + 1,000,000 +

.20
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.20
2

e. — 28,800,000 X
28. The quantity of widgets (to the nearest whole number) which should be
produced in each run in fiscal year 1972 to minimize total costs is
a. 19,000.
b. 17,000.
c. 16,000.
d. 12,480.
e. 12,000.
C. A company markets two products, Alpha and Gamma. The marginal
contributions per gallon are $5 for Alpha and $4 for Gamma. Both products con
sist of two ingredients, D and K. Alpha contains 80% D and 20% K, while the
proportions of the same ingredients in Gamma are 40% and 60% respectively.
The current inventory is 16,000 gallons of D and 6,000 gallons of K. The only
company producing D and K is on strike and will neither deliver nor produce
them in the foreseeable future. The company wishes to know the numbers of
gallons of Alpha and Gamma that it should produce with its present stock of raw
materials in order to maximize its total revenue.
29. The objective function for this problem could be expressed as
a. f max = 0X1 + 0X2 + 5X3 + 5X4
b. f min — 5X1 + 4X2 + 0X3 + 0X4
c. f max = 5X1 + 4X2 + 0X3 + 0X4
d. f max = X 1 + X 2 + 5X3+ 4X4
e. f max = 4X1 + 5X2 + X 3 + X 4
30. The constraint imposed by the quantity of D on hand could be expressed
as
a. X 1 + X 2 ≥
16,000.
b. X 1 + X 2 ≤
16,000.
c. .4X 1 + .6X2 ≤ 16,000.
d. .8X1+ .4X2 ≥ 16,000.
e. .8X 1 + .4X2 ≤ 16,000.
31. The constraint imposed by the quantity of K on hand could be ex
pressed as
a. X 1 + X2 ≥ 6,000.
b. X 1 + X2 ≤
6,000.
c. .8X1 + . 2X2 ≤ 6,000.
d. .8X1 + .2X2 ≥ 6,000.
e. .2X1 + .6X2 ≤ 6,000.
32. To maximize total revenue the company should produce and market
a. 106,000 gallons of Alpha only.
b. 90,000 gallons of Alpha and 16,000 gallons of Gamma.
c. 16,000 gallons of Alpha and 90,000 gallons of Gamma.
d. 18,000 gallons of Alpha and 4,000 gallons of Gamma.
e. 4,000 gallons of Alpha and 18,000 gallons of Gamma.
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33. Assuming that the marginal contributions per gallon are $7 for Alpha
and $9 for Gamma, the company should produce and market
a. 106,000 gallons of Alpha only.
b. 90,000 gallons of Alpha and 16,000 gallons of Gamma.
c. 16,000 gallons of Alpha and 90,000 gallons of Gamma.
d. 18,000 gallons of Alpha and 4,000 gallons of Gamma.
e. 4,000 gallons of Alpha and 18,000 gallons of Gamma.
Number 6
The administrator of Wright Hospital has presented you with a number of
service projections for the year ending June 30, 1972. Estimated room require
ments for inpatients by type of service are:

Type of
Patient

Medical
Surgical

Total
Patients
Expected

Average Number of
Days in Hospital
Regular Medicare

2,100
2,400

7
10

17
15

Percent of Regular Patients
Selecting Types of Service
SemiWard
Private
Private

10%
15

60%
75

30%
10

Of the patients served by the hospital 10% are expected to be Medicare
patients, all of whom are expected to select semi-private rooms. Both the number
and proportion of Medicare patients have increased over the past five years. Daily
rentals per patient are: $40 for a private room, $35 for a semi-private room and
$25 for a ward.
Operating room charges are based on man-minutes (number of minutes the
operating room is in use multiplied by number of personnel assisting in the opera
tion). The per man-minute charges are $.13 for inpatients and $.22 for outpatients.
Studies for the current year show that operations on inpatients are divided as
follows:

Type of
Operation
A
B
C
D

Number of
Operations
800
700
300
200
2,000

Average
Number
of Minutes
Per Operation

Average
Number
of Personnel
Required

30
45
90
120

4
5
6
8

The same proportion of inpatient operations is expected for the next fiscal
year and 180 outpatients are expected to use the operating room. Outpatient oper
ations average 20 minutes and require the assistance of three persons.
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The budget for the year ending June 30, 1972, by departments, is:
General services:
Maintenance of plant ........................................................ $ 50,000
Operation of plant .............................................................
27,500
Administration ...................................................................
97,500
All others ..............................................................................
192,000
Revenue producing services:
Operating room
...............................................................
68,440
All others
..........................................................................
700,000
$1,135,440
The following information is provided for cost allocation purposes:
General services:
Maintenance of p l a n t ............................
Operation of plant ................................
Administration .....................................
All others
..............................
Revenue producing services:
Operating r o o m .......................................
All others
..............................................

Square
Feet

Salaries

12,000
28,000
10,000
36,250

$ 40,000
25,000
55,000
102,500

17,500
86,250
190,000

15,000
302,500
$540,000

Basis of allocations:
Maintenance of plant— salaries
Operation of plant— square feet
Administration—salaries
All others— 8% to operating room
R e q u ir e d :

Prepare schedules showing the computation of:
a. The number of patient days (number of patients multiplied by average
stay in hospital) expected by type of patients and service.
b. The total number of man-minutes expected for operating room services
for inpatients and outpatients. For inpatients show the breakdown of total operat
ing room man-minutes by type of operation.
c. Expected gross revenue from routine services.
d. Expected gross revenue from operating room services.
e. Cost per man-minute for operating room services assuming that the total
man-minutes computed in part “b” is 800,000 and that the step-down method of
cost allocation is used (i.e., costs of the general services departments are allo
cated in sequence first to the general services departments that they serve and then
finally to the revenue producing departments).

EXAMINATION IN ACCOUNTING PRACTICE— PART II
May 6, 1971; 1:30 to 6 :0 0 p.m.
Number 1 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer choice for each of the following items which relate to
the federal income taxation of individuals. Use a separate answer sheet to indicate
your answer. The answers should be selected in accordance with the current Inter
nal Revenue Code and Tax Regulations. Choose only one answer for each item.
Your grade will be determined from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
95. John Doe is 25 years old, unmarried, has good sight and did not con
tribute to the support of any other person in 1970. He is entitled to a deduction
for personal exemption for 1970 of
a. $1,800.
b. $1,200.
c. $625.
d. $0.
e. None of the above.
Answer Sheet
95. c.
Items to be Answered
1.During January 1970 John Smith sold stock with a cost basis of $15,000
to his brother, Bob, for $14,500, the fair market value on the date of sale. Four
months later Bob sold the same stock for $16,000 to a friend on a bona fide trans
action. The 1970 tax effect of these transactions to John and Bob would be
a. Gain to John of $1,500; transaction need not be reported by Bob.
b. Gain to John of $1,000; transaction need not be reported by Bob.
c. Nondeductible loss to John of $500; gain to Bob of $1,500.
d. Nondeductible loss to John of $500; gain to Bob of $1,000.
e. None of the above.
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2. On January 2, 1970 Dennis Harrison began operations of his own Har
rison Furniture Store. All furniture is sold on installment contracts and he com
putes taxable income on the installment method. The gross margin for 1970 was
60% and accounts receivable as of December 31 were $70,000. It is estimated
that 20% of this amount will become uncollectible. Mr. Harrison desires to
establish a reserve for uncollectible accounts at December 31. The bad debt de
duction allowable for 1970 under the reserve method of computing taxable income
would be
a. $14,000.
b. $8,400.
c. $5,600.
d. $0.
e. None of the above.
3. Charles Carson owns and operates Carson Grocery as a self-employed
individual. For the calendar year 1970 opening inventory was $15,000, purchases
$40,000 and closing inventory $12,000. The following information for 1970 is
also available:
• Stock in trade which was included in the opening inventory and had
a basis of $3,500 (fair market value $4,300) was donated to qualified charitable
organizations.
• Included in purchases is merchandise having a basis of $2,200 (fair
market value $2,900) used personally by Mr. Carson and his family.
• Excluded from both ending inventory and purchases was $1,600 for
merchandise on hand that was consigned from a new manufacturer of diet foods
and $5,400 for purchased goods which were in transit on December 31; title to
the latter had passed to the Carson Grocery at year’s end. It is estimated that the
value of the closing inventory will decline 20% early in 1971.
The cost of goods sold to be used in computing 1970 taxable income would be
a. $42,700.
b. $37,300.
c. $35,800.
d. $32,640.
e. None of the above.
4. In January 1960 William Walker built a personal residence which cost
$24,000 including the land. In 1966 he correctly claimed a $4,000 casualty loss
deduction for fire damage in the basement and in 1968 he expended $4,000 for
capital improvements to the house. He converted the property to rental use in
1970 when the fair market value of the land was $6,000 and the building $18,000.
The basis for depreciation of the rental property is
a. $28,000.
b. $22,000.
c. $18,000.
d. $14,000.
e. None of the above or not determinable from the above facts.
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5. The following information is available with respect to an option granted
to William Doe by his employer pursuant to a qualified stock option plan:
Per Share
Fair market value and the option price on the date of grant,
October 30, 1968 .................................................................
Fair market value on date of exercise, June 5, 1969 .........
Selling price on November 15, 1970 .......................................
Number of shares acquired by exercise............................ 200
Number of shares sold November 15, 1970 ................... 100

$50
60
75

The effect of the November 15 sale on Mr. Doe’s 1970 taxable income
would be
a. Long-term capital gain of $2,500.
b. Long-term capital gain of $1,500.
c. Long-term capital gain of $1,500; ordinary income of $1,000.
d. Long-term capital gain of $1,000; ordinary income of $1,500.
e. None of the above.
6. On the advice of Mrs. Sloan’s physician Mr. and Mrs. Sloan made the
following expenditures during 1970 for treatment of her severe heart condition:
• Installation of a home elevator (which increased the value
of the residence by $950) ...................................................................
$1,260
• Trip to Arizona made by Mrs. Sloan consisting of the following items:
Special diet foods (as a substitute for food normally con
sumed)
Two ounces of liquor twice a day for relief of angina pain
from heart c o n d itio n ...........................................................
Lodging
Transportation expense between home and Arizona

$300
75
350
175
$900

Before consideration of the 1% and 3% limitations, Mr. and Mrs. Sloan’s
joint medical expense deduction for 1970 would be
a. $1,435.
b. $900.
c. $560.
d. $485.
e. None of the above.
7. On December 28, 1970 Bob Roe, a cash basis taxpayer, signed a note
for $12,000 payable in 24 installments of $500 each starting January 31, 1971.
Interest of $720 was deducted from the face value of the note and he received
the net proceeds of $11,280. Although he had no legal obligation to do so, Mr.
Roe made a $500 interest payment during 1970 on behalf of his sister. As the
owner of a condominium apartment he paid interest of $1,850 on his share of the
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mortgage indebtedness on the property. Mr. Roe s interest deduction in computing
1970 taxable income would be
a. $3,070.
b. $2,570.
c. $2,350.
d. $1,220.
e. None of the above.
8. On December 31, 1969 Harvey Goodwin assigned to his wife the right
to receive all of the future income that he might earn from practicing law. During
the calendar year 1970 he realized the following income and losses:
Income from law p ra c tic e ...............................................$25,000
Total gambling winnings ............................................ 15,000
Total gambling losses ................................................
2,000
Profit from stamp h o b b y ..............................................
1,500
Loss from farming h o b b y ............................................
6,500
Assuming that Mr. Goodwin itemizes his deductions and files separately for
1970, his adjusted gross income would be
a. $41,500.
b. $39,500.
c. $16,500.
d. $8,000.
e. None of the above.
9. On June 30, 1970 Jerry Anders, age 68, received $20,000 under a life
insurance contract and a $4,000 payment from his wife’s employer, both paid to
him as beneficiary upon the death of his wife. On November 10, 1970 Mr. Anders
sold the personal residence in which he had lived for the past ten years. The ad
justed sales price was $19,000 and the realized gain was $6,500. During 1970 he
also received a bequest of municipal bonds valued at $100,000 upon which he
received interest payments of $2,000. Mr. Anders’ gross income for 1970 is
a. $32,500.
b. $12,500.
c. $6,000.
d. $0.
e. None of the above.
10. David Jones was injured on June 1, 1970, the first day of his one-month
fully paid vacation. He was hospitalized from June 1 to June 15. As he was pre
paring to return to work on the morning of July 1, his wife became ill and he was
unable to return to work until July 16. During his absence in July he received
$200 per week which was 50% of his regular pay. The amount of sick pay that
Mr. Jones may exclude from his 1970 gross income would be
a. $100 per week for the period June 1-June 15.
b. $100 per week for the period July 1-July 15.
c. $100 per week for the period June 1-June 15 and July 1-July 15.
d. None of the wages received for the period June 1-July 15.
e. None of the above.
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11. On December 31, 1968 Richard Able and Steven Baker formed a part
nership agreeing to share all profits and losses equally. Mr. Able contributed
$250,000 cash and Mr. Baker contributed a building having a fair market value
of that amount. The following data are also available:
• Ordinary taxable income (or loss)
Cash distributions shared equally by partners
Partnership liabilities (to third parties)

1970

1969

$16,000
32,000
60,000

($200,000)

• There are no other relevant partnership agreements or elections;
neither partner has loaned any money to the partnership.
• The building cost Mr. Baker $160,000 and had an adjusted basis
of $90,000 to the partnership at the time of contribution. The partnership
income (or loss) that Mr. Baker can claim in computing his 1969 tax
able income would be
a. $0.
b. ($45,000).
c. ($90,000).
d. ($100,000).
e. None of the above.
12. Assume that on December 31, 1968 Able and Baker incorporated their
business and elected to be treated as a Subchapter S (tax-option) corporation. All
other facts are as indicated in item 11 except that there were no distributions to
partners during 1970. Mr. Baker would report as his pro rata share of corporate
profit (or loss) in computing his 1970 taxable income the amount of
a. $8,000.
b. $0.
c. ($2,000).
d. ($18,000).
e. None of the above.
13. Hoping to obtain employment in New York City, Bob Barnes and his
wife drove there from Boston in April 1970 to search for a new house. While on
the trip they purchased a home. Back in Boston on May 1, 1970 Mr. Barnes
was interviewed and accepted an offer of employment at an office located five miles
from the site of his new house. Mr. and Mrs. Barnes immediately gathered to
gether their household goods and personal effects and left for New York where
they stayed in a hotel for one week while awaiting the final alterations on their
home. In computing their 1970 joint taxable income, Mr. and Mrs. Barnes may
claim as moving expenses
a. Transportation expenses for the April trip only.
b. Transportation expenses for the May trip only.
c. Transportation expenses for the April and May trips plus costs of
food and lodging in May for the temporary quarters.
d. $0.
e. None of the above.
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14. On December 31, 1970 Jim Jones received a lump-sum distribution from
a qualified profit sharing plan upon the termination of his employment. A letter
received with the check provided the following information:
Total amount of distribution....................................... $45,000
Employer’s pre-1970 c o n trib u tio n ............................
26,000
Employer’s post-1969 contribution..........................
4,000
Employee’s c o n trib u tio n ..............................................
5,000
In the computation of his 1970 taxable income Mr. Jones would include the
receipt of the $45,000 as
a. Long-term capital gain of $40,000.
b. Long-term capital gain of $36,000; ordinary income of $4,000.
c. Long-term capital gain of $30,000; ordinary income of $10,000.
d. Long-term capital gain of $10,000; ordinary income of $30,000.
e. None of the above.
15. On May 15, 1970 Panor Corporation paid $27,500 for a tax based on
the unreasonable accumulation of corporate earnings and profits for the year ended
December 31, 1968. The effect of this on the personal taxable income of a 90%
stockholder of the Corporation for 1970 would be
a. Ordinary income of $90,000.
b. Ordinary income of $65,250.
c. Ordinary income of $20,250.
d. No effect.
e. None of the above.

N u m b er 2 (E stim a ted tim e— 4 0 to 5 0 m in u te s)
In stru ction s

Select the best answer choice for each of the following items which relate to
a variety of managerial accounting problems. In determining your answer to each
item consider the information given in the preceding lettered statement of facts.
Use a separate answer sheet to indicate your answer. Choose only one answer for
each item. Your grade will be determined from your total of correct answers.
Item s to b e A nsw ered
A. The Zel Company, a wholesaler, budgeted the following sales for the
indicated months:

Sales on account
Cash sales
Total sales
........................

June
1971
$1,500,000
200,000
$1,700,000

July
1971
$1,600,000
210,000
$1,810,000

August
1971
$1,700,000
220,000
$1,920,000
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All merchandise is marked up to sell at its invoice cost plus 25%. Merchan
dise inventories at the beginning of each month are at 30% of that month’s pro
jected cost of goods sold.

16. The cost of goods sold for the month of June 1971 is anticipated to be
a. $1,530,000.
b. $1,402,500.
c. $1,275,000.
d. $1,190,000.
e. None of the above.

17. Merchandise purchases for July 1971 are anticipated to be
a. $1,605,500.
b. $1,474,400.
c. $1,448,000.
d. $1,382,250.
e. None of the above.

B. The following annual flexible budget has been prepared for use in mak
ing decisions relating to product X.

Sales volume
Manufacturing costs:
Variable
Fixed

Selling and other expenses:
Variable
Fixed
Income (or loss)

100,000
Units

150,000
Units

200,000
Units

$800,000

$11,200,000

$1,600,000

300,000
200,000
500,000

450,000
200,000
650,000

600,000
200,000
800,000

300,000
160,000
460,000
$ 90,000

400,000
160,000
560,000
$ 240,000

200,000
160,000
360,000
$ (60,000)

The 200,000 unit budget has been adopted and will be used for allocating
fixed manufacturing costs to units of product X; at the end of the first six months
the following information is available:

271

A ccounting P ractice— P art II
Units
Production completed
Sales

120,000
60,000

All fixed costs are budgeted and incurred uniformly throughout the year and
all costs incurred coincide with the budget.
Over- and under-applied fixed manufacturing costs are deferred until yearend.
18. The amount of fixed factory costs applied to product during the first
six months under absorption costing would be
a. Overapplied by $20,000.
b. Equal to the fixed costs incurred.
c. Underapplied by $40,000.
d. Underapplied by $80,000.
e. None of the above.
19. Reported net income (or loss) for the first six months under absorption
costing would be
a. $160,000.
b. $80,000.
c. $40,000.
d. ($40,000).
e. None of the above.
20. Reported net income (or loss) for the first six months under direct cost
ing would be
a. $144,000.
b. $72,000.
c. $0.
d. ($36,000).
e. None of the above.
21. Assuming that 90,000 units of product X were sold during the first six
months and that this is to be used as a basis, the revised budget estimate for the
total number of units to be sold during this year would be
a. 360,000.
b. 240,000.
c. 200,000.
d. 120,000.
e. None of the above.
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C.

The following inventory data relate to the Shirley Company:
Inventories
Ending
Beginning

Finished goods
Work in process
Direct materials ......................................................

$95,000
80,000
95,000

$110,000
70,000
90,000

Costs Incurred During the Period
Cost of goods available for s a l e .................................................. $684,000
Total manufacturing costs ........................................................
654,000
Factory overhead ........................................................................
167,000
Direct materials used .................................................................
193,000
22. Direct materials purchased during the year were
a. $213,000.
b. $198,000.
c. $193,000.
d. $188,000.
e. None of the above or not determinable from the above facts.
23. Direct labor costs incurred during the period were
a. $250,000.
b. $234,000.
c. $230,000.
d. $224,000.
e. None of the above or not determinable from the above facts.
24. The cost of goods sold during the period was
a. $614,000.
b. $604,000.
c. $594,000.
d. $589,000.
e. None of the above or not determinable from the above facts.
D. Madisons, Inc. has decided to acquire a new piece of equipment. It may
do so by an outright cash purchase at $25,000 or by a leasing alternative of
$6,000 per year for the life of the machine. Other relevant information follows:
Purchase price due at time of purchase
$25,000
Estimated useful life
. ..
5 years
Estimated salvage value if p u rch a se d ......................................... $ 3,000
Annual cost of maintenance contract to be acquired with either
lease or p u rch a se ................................
........................ $ 500
The full purchase price of $25,000 could be borrowed from the bank at 10%
annual interest and could be repaid in one payment at the end of the fifth year.
Additional information:
• Assume a 40% income tax rate and use of the straight-line method
of depreciation.
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• The yearly lease rental and maintenance contract fees would be
paid at the beginning of each year.
• The minimum desired rate of return on investment is 10%.
• All cash flows, unless otherwise stated, are assumed to occur at
the end of the year.
Selected present value factors for a 10% return are given below.

.

.

.
.

Year
0
1
2
3
4
5

Present Value
of $1 Received
at End of Year
.............................................................
1.000
909
.............................................................
.826
751
683
621

25. The present value of the purchase price of the machine is
a. $25,000.
b. $22,725.
c. $22,500.
d. $2,500.
e. None of the above.
26. Under the purchase alternative the present value of the estimated salvage
value is
a. $3,000.
b. $2,049.
c. $1,863.
d. $0.
e. None of the above.
27. Under the purchase alternative the annual cash inflow (tax reduction)
related to depreciation is
a. $5,000.
b. $4,400.
c. $2,640.
d. $1,760.
e. None of the above.
28. Under the purchase alternative the annual after-tax cash outflow for
interest and maintenance would be
a. $3,000.
b. $2,500.
c. $1,800.
d. $1,200.
e. None of the above.
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29. If salvage value is not ignored, the before-tax interest rate implicit in
the lease contract is
a. 20% or more.
b. More than 10% but less than 20%.
c. Precisely 10%.
d. Less than 10%.
e. Not determinable from the above facts.

E. Carey Company sold 100,000 units of its product at $20 per unit. Vari
able costs are $14 per unit (manufacturing costs of $11 and selling costs of $3).
Fixed costs are incurred uniformly throughout the year and amount to $792,000
(manufacturing costs of $500,000 and selling costs of $292,000). There are no
beginning or ending inventories.
30. The breakeven point for this product is
a. $3,640,000 or 182,000 units.
b. $2,600,000 or 130,000 units.
c. $1,800,000 or 90,000 units.
d. $1,760,000 or 88,000 units.
e. None of the above.
31. The number of units that must be sold to earn a net income of $60,000
for the year before income taxes would be
a. 142,000.
b. 132,000.
c. 100,000.
d. 88,000.
e. None of the above.
32. If the income tax rate is 40% , the number of units that must be sold
to earn an after-tax income of $90,000 would be
a. 169,500.
b. 157,000.
c. 144,500.
d. 104,777.
e. None of the above.
33. If labor costs are 50% of variable costs and 20% of fixed costs, a
10% increase in wages and salaries would increase the number of units required
to break even (in fraction form) to
a. 807,840/5.3.
b. 831,600/5.78.
c. 807,840/14.7.
d. 831,600/14.28.
e. None of the above.
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Number 3 (Estimated time— 50 to 60 minutes)
The comparative balance sheets for the Plainview Corporation are as follows:
Plainview Corporation
COMPARATIVE BALANCE SHEETS
December 31, 1970 and 1969
Assets

..
Cash
Marketable securities (at c o s t ) .................
Accounts receivable (net) .......................
Inventories
Prepaid expenses..........................................
Bond sinking fund
.................................
Investment in subsidiary (at equity) ........
Plant and equipment (net)

1970

1969

Increase
(Decrease)

$ 142,100
122,800
312,000
255,200
23,400

$ 165,300
129,200
371,200
124,100
22,000
63,000
152,000
1,534,600
$2,561,400

$ (23,200)
(6,400)
(59,200)
131,100
1,400
(63,000)
(17,920)
(90,900)
$(128,120)
$

16,500
97,500
53,900

$ 213,300
145,000
18,000
31,000
43,400
300,000
10,000

125,000
74,000
1,033,500
67,700
761,580
(34,500)
$2,433,280

85,000
950,000
51,000
758,200
(43,500)
$2,561,400

134,080
1,443,700
$2,433,280

Equities

Accounts payable ......................................
Notes payable—c u rre n t.............................
Accrued payables ......................................
Income taxes p ay ab le.................................
Deferred income ta x e s ...............................
6% mortgage bonds (due 1982)
Premium on mortgage bonds
8% debentures (due 1 9 9 0 ) .....................
Allowance for estimated casualty losses .
Common stock, $10 par v a lu e .................
Premium on common stock
Retained earnings ......................................
Treasury stock—at cost of $3 per share

$ 238,100

24,800
(145,000)
(1,500)
66,500
10,500
(300,000)
(10,000)
125,000
(11,000)
83,500
16,700
3,380
9,000
$(128,120)

Your workpapers and other sources disclose the following additional infor
mation relating to 1970 activities:
1. The Retained Earnings account was analyzed as follows:
Retained earnings, December 31, 1969 ................................... $758,200
Add net income after extraordinary ite m s ................................
236,580
994,780
Deduct:
Cash d ividends..........................................................$130,000
Loss on reissue of treasury s to c k ........................
3,000
10% stock dividend ...........................................
100,200 233,200
Retained earnings, December 31, 1970 ................................... $761,580
You noted that the client’s determination of net income complied with Opinion
No. 9 of the Accounting Principles Board.
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2. On January 2, 1970 marketable securities costing $110,000 were sold
for $127,000. The proceeds from this sale, the funds in the bond sinking fund
and the amount received from the issuance of the 8% debentures were used to
retire the 6% mortgage bonds.
3. The treasury stock was reissued on February 28, 1970.
4. The stock dividend was declared on October 31, 1970 when the market
price of Plainview Corporation’s stock was $12 per share.
5. On April 30, 1970 a fire destroyed a warehouse which cost $100,000
and upon which depreciation of $65,000 had accumulated. The deferred income
tax credit relating to the difference between tax and book depreciation on the
warehouse was $12,700. The loss was charged to the Allowance for Estimated
Casualty Losses account.
6. Plant and equipment transactions consisted of the sale of a building at
its book value of $4,000 and the purchase of machinery for $28,000.
7. In 1970 a $30,000 charge was made to accumulated depreciation for
excessive depreciation taken in prior years but disallowed by the Internal Revenue
Service. A tax deficiency of $16,000 was paid and charged against deferred in
come taxes.
8. Accounts receivable written off as uncollectible were $16,300 in 1969
and $18,500 in 1970. Expired insurance recorded in 1969 was $4,100 and $3,900
in 1970.
9. The subsidiary, which is 80% owned, reported a loss of $22,400 for
1970.
R e q u ir e d :

Prepare a formal statement of source and application of funds (working
capital) for the year ended December 31, 1970 applying the all financial resources
concept. Include supporting schedules in good form.
N u m b er 4 (E stim a ted tim e— 4 0 to 5 0 m in u te s)

You have been engaged in an audit of the financial statements of the Hay
hurst Company for the year ended March 31, 1971. Field work was completed
on May 4, 1971, and you are now preparing a list of potential adjustments and
disclosures for the financial statements. To do this, you must evaluate the follow
ing points raised in the course of the audit:
1. A review of accounts payable vouchers for April and May 1971 dis
closed the following items which were not recorded until April or May and were
listed for evaluation as possible unrecorded liabilities:
a. Voucher 4-07 to Albion Supply Co. for saleable merchandise; FOB
destination, shipped March 22, 1971, received March 28; merchan
dise was included in the physical inventory on March 31— $1,200.
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b. Voucher 4-13 to Skyview Office Management; payment due April 1
for April rental of office space— $450.
c. Voucher 4-28 to Albion Supply Co. for saleable merchandise; FOB
destination, shipped March 26, received April 2; merchandise was
not included in physical inventory on March 31— $650.
d. Voucher 4-81 to Hoosier Equipment Co. for the final payment on a
new machine which went into service in late March 1971— $3,450.
(Two previous payments of $3,450 each were charged to the Prop
erty, Plant and Equipment account in March.)
e. Voucher 5-01 to Acme Services for janitorial services in the months
of March, April and May— $1,800.
f. Voucher 5-06 to Phelps and Cox, Attorneys at Law, for invoice dated
May 2 for retainer fee for March and April at $750 per month—
$1,500.
2. Cash collections of $144,000 were made during the period April 1 to
May 4, 1971 for accounts receivable outstanding as of March 31, 1971.
3. On April 15, 1971, a payment of $17,000 was made to retire currently
maturing serial bonds. This amount was recorded on a March accounts payable
voucher and included in the balance of accounts payable at March 31, 1971.
Serial bonds of $20,000 will mature on April 15, 1972; these have been included
among current liabilities for the March 31, 1971 balance sheet.
4. Emory Company, a debtor, filed for bankruptcy on April 5, 1971. Full
provision had been made as of March 31, 1971 in estimated uncollectibles for
the $2,000 account receivable.
5. As a result of the general economic recovery and a later Easter season,
sales of the Company’s products in April 1971 were $5,500 higher than in April
1970.
6. The Company has been informed by the Second National Bank that
Gregory Supply Co. failed to pay a $30,000 note due May 1, 1971. Hayhurst had
provided an accommodating endorsement for this note. As of May 4 Gregory’s
financial status was uncertain.
7. The Company owes $25,000 on a note payable on demand to the Sec
ond National Bank. The note is presented in the March 31, 1971 balance sheet
as a current liability, but Company officials indicated the note probably would not
be called or paid during the year ending March 31, 1972.
8. The Company began using an accelerated depreciation method for both
income tax and financial reporting on all property additions after April 1, 1971
which meet Internal Revenue Service requirements. Prior to April 1, 1971 only
the straight-line method was used.
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9. At its April 5, 1971 meeting the board of directors authorized:
a. The doubling of plant capacity to be financed by issuing bonds and
additional common stock. (Contractual arrangements for a $300,000
building program were concluded on April 26, 1971 and the Com
pany plans to expend an additional $400,000 on equipment during
the next two years.)
b. The extension from April 30, 1971 to April 30, 1972 of the ma
turity date of a $10,000 loan by the Company to its president.
(The loan has been presented in the balance sheet as a current
asset.)
c. The extension of the Company’s lease to its primary manufacturing
site from its scheduled expiration in 1975 to 1985.

10. March raw materials issue slips of $14,000 were misplaced and not
found until after the process costing entries for March had been completed. These
slips were then included with the April issues. Raw materials inventory records
are maintained on a perpetual basis, and no physical inventory was taken at the
end of March. Of the goods manufactured in March using these raw materials,
50% were still in work in process and finished goods inventory at March 31, 1971.
11. A $13,000 check for an interbank transfer of Company funds was listed
in the March 31 bank reconciliations as a deposit in transit to one bank and as
an outstanding check to another bank. This check cleared both banks during April.
12. A letter from Phelps and Cox, Company attorneys, disclosed the fol
lowing:
a. The Company is defending itself against a patent infringement suit in
which a competitor is seeking $1,000,000 in compensatory damages
and an injunction to stop Hayhurst’s production and sale of the
competing product. The attorneys state in writing that Hayhurst will
prevail with no loss to the Company. (The $120,000 cost of develop
ing the new product is being written off over a ten-year period
ending in fiscal year 1980.)
b. Legal fees of $6,500 accumulated to March 31, 1971 by Phelps and
Cox for defending the patent infringement suit have not been billed
to the Hayhurst Company.
c. The Company has been sued for $76,000 by a former executive
under an employment contract which had an expiration date of
January 1, 1973. The executive’s services were terminated on Janu
ary 1, 1971. The Company has offered to settle for $15,000 and
expects that this will be accepted by the former executive.
d. The Company has been sued for $200,000 in connection with a
personal injury from a February 1969 accident involving one of the
Company’s trucks. The Company is fully insured.
e. An examination of the Company's federal income tax returns by
revenue agents is in progress for fiscal years 1968, 1969 and 1970.
It is believed that all potential deficiencies are fully provided for in
the federal income tax liability account.
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f. At March 31, 1971 Phelps and Cox had not been paid the $750 due
on the retainer for regular legal services for the month of March.
Unless otherwise noted, no provision has been made for any of the above
items in the accounts of the Hayhurst Company to March 31, 1971.

R e q u ir e d :

The points discussed above have been listed in abbreviated form on the
schedule shown on page 280. Complete this schedule of proposed adjustments and
disclosures as follows:
• If an adjusting journal entry is appropriate, show the effects of this entry
in the proper column(s).
• If footnote disclosure is advisable, place a check mark in the appropriate
column. You should indicate this only if you feel a footnote is necessary for ade
quate disclosure. Footnote disclosure may be used either as supplementary explana
tion of an adjustment to the financial statements or when no adjustment is required.
• If the item requires no adjusting journal entry or footnote disclosure, place
a check mark in the No Further Consideration column.
• Formal footnote disclosures and journal entries are not required.

10.
11.
12.

9.

8.

4.
5.
6.
7.

3.

2.

1.

f.

d.
e.

c.

a.
b.

a.
b.
c.

a.
b.
c.
d.
e.
f.

Item
Number

Accounts payable vouchers
Vo. 4-07 Albion
Vo. 4-13 Skyview
Vo. 4-28 Albion
Vo. 4-81 Hoosier
Vo. 5-01 Acme
Vo. 5-06 Phelps and Cox
Collections of accounts
receivable
Current maturities of serial
bonds
Emory bankruptcy
Increase in April sales
Gregory note
Note payable to Second
National Bank
Change in depreciation
method
Actions by board of directors
Expansion plans . .
Loan to company president
Lease extension ..............
March issue s lip s ................
Interbank transfer
Legal letter .........................
Patent infringement suit
Legal fee on above suit
Suit on employment con
tract ...................................
Personal injury suit
Revenue agents’ examina
tion ...................................
March retainer fee due

Description

A d ju stin g J ou rn al E n tries— D eb it ( C r e d it)
Current Other
Current
Other
Stockholders'
Assets Assets Liabilities Liabilities
Equity

Hayhurst Company
SCHEDULE OF PROPOSED ADJUSTMENTS AND DISCLOSURES
Income
Footnote No Further
Statement Disclosure Consideration

March 31, 1971
280
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A ccounting P ractice— Part II
Number 5 (Estimated time— 40 to 50 minutes)

Z. D. Danberry, who practices dentistry as a sole proprietor, recently filed
as a candidate for mayor of his city. He has requested your assistance in preparing
combined personal financial statements for himself and his wife. The statements
are to show both the cost and estimated value bases. Your firm rendered an
unqualified opinion on similar statements last year in connection with an exami
nation conducted to support Mr. Danberry’s application for a bank loan which
was not made.
Mr. Danberry’s bookkeeper has provided you with a trial balance listing the
Danberrys’ assets and liabilities on the cost basis at April 30, 1971. Your examina
tion disclosed the following additional information:
1. A summary of cash receipts and disbursements for the year ended April
30, 1971 follows:
Disbursements:
Personal expenditures, including personal life insur
ance premium
$16,000
Purchase of Kindred Company6% bonds at par
8,000
Income taxes
4,100
Interest on mortgage
...
1,400
Mortgage principal amortization
1,300
Real estate taxes
Receipts:
Withdrawals from Danberry’s dental practice
Sale of Inco stock (purchased June 1, 1968 for
$3,200; market value on April 30, 1970,
$4,500)
Dividends on stock
Interest on bonds
.
Decrease in cash

.

900$31,700

21,000
6,100
1,540
240

28,880
$ 2,820

2. The bonds were purchased on July 31, 1970. Interest is payable semi
annually on January 31 and July 31.
3. In 1964 Danberry invested $10,000 to begin his dentistry practice and
since has made additional investments. On April 2, 1971 Danberry was offered
$31,000 for the net assets of his dental practice.
4. Danberry owns 25% of the outstanding stock of the closely held cor
poration, Dental Supply, Inc.
5. The April 30, 1971 statements of net assets of Danberry’s dental prac
tice and Dental Supply, Inc., both accompanied by unqualified opinions rendered
by a CPA, were composed of the assets and liabilities shown on page 282.
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Danberry’s
Dental
Practice
Current assets
$ 6,000
Noncurrent assets ..................................
36,000
3,650
Current lia b ilitie s.......................................
16,350
Long-term liabilities..............................
2,500
Deferred credits

Dental
Supply, Inc.
$30,000
70,000
17,000
35,000
4,000

6. Investments in marketable securities on April 30, 1971 were composed
of the following:
April 30, 1971
Latest Prices
Asked
Bid
Stocks:
$15,100 $15,500
Steele, Inc.
4,000
4,200
Gilliam Corp............................................. ...............
Bond:
...........
7,800
7,900
Kindred Company 6% bonds
$26,900 $27,600
7. The valuation (at 100% of fair market value) of other property owned
by the Danberrys on April 30, 1971 was as follows:
Residence
$60,000
Automobiles
........................................................
4,300
Paintings
14,500
Household furnishings
7,600
There has been no appreciation during this or prior years in the value of
automobiles or household furnishings.
8. The accounts payable as of April 30, 1970 and April 30, 1971 repre
sent liabilities for personal living costs.
9. The Danberrys would have to pay a capital gains tax at an effective rate
of 25% if the unrealized appreciation of the assets were realized. Decreases in
asset values may be ignored in making this computation.
10. Accrued income taxes payable of $2,225 as of April 30, 1971 repre
sents the Danberrys’ total tax liability.
R e q u ir e d :

Complete the worksheet on page 283 to record the necessary summary and ad
justing entries for the year ended April 30, 1971. After all extensions, your work
sheet will provide the data necessary for the preparation of financial statements on
April 30, 1971 on the estimated value basis and should identify the individual
changes in the various accounts. Formal financial statements and journal entries
are not required.

Liabilities
Accounts p a y a b le ......................................... $
Accrued income taxes payable ...................
Accrued income taxes on unrealized asset
appreciation ...............................................
Mortgage payable .........................................

34,000
$ 39,325

3,100
2,225

2,850
1,900

2,200
35,300
$ 42,250

$

Assets and Liabilities
Estimated
Cost Basis Value Basis
April 30,
April 30,
Assets
1971
1970
C a s h ........................................... .................... $
3,300
$ 6,120
Marketable securities .................................
23,000
21,400
Cash value of life insurance.....................
4,250
3,900
Net assets of Danberry’s dental practice .
19,500
27,000
Interest in Dental Supply, Inc ..................
6,100
8,600
R e s id e n c e
50 000
55,600
Automobiles ..................................................
6,000
6,800
Paintings
11,000
12,700
Household furnishings
9,000
7,800
$132,150
$149,920
Summary and
Adjusting Entries
Debit
Credit

For The Year Ended April 30, 1971

FINANCIAL STATEMENTS

Estimated Value Basis— April 30, 1971
Statement of Changes
in Net Assets
Statement of
Debit
Credit
Net Assets

WORKSHEET FOR ESTIMATED VALUE BASIS

Mr. and Mrs. Z. D. Danberry
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EXAMINATION IN AUDITING
May 6, 1971; 8:30 a.m. to 12:00 m.

N um ber 1 (E stim ated tim e— 2 5 to 3 0 m in u te s)
In stru ctio n s

Select the best answer choice for each of the following items which relate to
a CPA’s standards of professional conduct and responsibility. Use a separate
answer sheet for your answer. Choose only one answer for each item. Your grade
will be determined from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
96. In
a.
b.
c.
d.

an audit the CPA would not foot the
Cash book.
Chart of accounts.
Payroll book.
Trial balance of accounts receivable.
Answer Sheet

96. b.

Item s to b e A nsw ered

1. A CPA should reject a management advisory services engagement if
a. It would require him to make management decisions for an audit
client.
b. His recommendations are to be subject to review by the client.
c. He audits the financial statements of a subsidiary of the prospective
client.
d. The proposed engagement is not accounting-related.
284
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2. Printers, Inc., an audit client of James Frank, CPA, is contemplating
the installation of an electronic data processing system. It would be inconsistent
with Frank’s independence as the auditor of Printers’ financial statements for him to
a. Recommend accounting controls to be exercised over the computer.
b. Recommend particular hardware and software packages to be used
in the new computer center.
c. Prepare a study of the feasibility of computer installation.
d. Supervise operation of Printers’ computer center on a part-time basis.
3. The CPA should not undertake an engagement if his fee is to be based
upon
a.
b.
c.
d.

The findings of a tax authority.
A percentage of audited net income.
Per diem rates plus expenses.
Rates set by a city ordinance.

4. The CPA ethically could
a. Perform an examination for a financially distressed client at less
than his customary fees.
b. Advertise only as to his expertise in preparing income tax returns.
c. Base his audit fee on a percentage of the proceeds of his client’s stock
issue.
d. Own preferred stock in a corporation which is an audit client.
5. The CPA should not
a. Disclose that he is a CPA in a situation wanted advertisement.
b. Describe himself as a tax expert or management consulting specialist.
c. Apply for a position with another firm without informing his present
employer.
d. Advise clients and professional contacts of the opening of a new
office.
6. If
a.
b.
c.
d.

a CPA is not independent, his auditor’s report should include a
Qualified opinion.
Description of the reasons for his lack of independence.
Description of the auditing procedures followed.
Disclaimer of opinion.

7. With respect to examination of the financial statements of the Third
National Bank, a CPA’s appearance of independence ordinarily would not be
impaired by his
a. Obtaining a large loan for working capital purposes.
b. Serving on the committee which approves the bank’s loans.
c. Utilizing the bank’s time-sharing computer service.
d. Owning a few inherited shares of Third National common stock.
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8. Mercury Company, an audit client of Eric Jones, CPA, is considering
acquiring Hermes, Inc. Jones’ independence as Mercury’s auditor would be im
paired if he were to
a. Perform on behalf of Mercury a special examination of the financial
affairs of Hermes.
b. Render an opinion as to each party’s compliance with financial cov
enants of the merger agreement.
c. Arrange through mutual acquaintances the initial meeting between
representatives of Mercury and Hermes.
d. Negotiate the terms of the acquisition on behalf of Mercury.
9. Maria Laboratories and the Mini-Salve Company were combined on
February 1, 1971 in a transaction which was properly accounted for as a pooling
of interests. In footnotes to the combined financial statements for the year ended
April 30, 1971, the revenue, extraordinary items and net income for each of the
separate companies should
a. Be disclosed for the year ended April 30, 1971.
b. Be disclosed for the nine months ended January 31, 1971.
c. Be disclosed for the three months ended April 30, 1971.
d. Not be disclosed for any period.
10. A principal purpose of a letter of representation from management is to
a. Serve as an introduction to company personnel and an authorization
to examine the records.
b. Discharge the auditor from legal liability for his examination.
c. Confirm in writing management’s approval of limitations on the
scope of the audit.
d. Remind management of its primary responsibility for financial state
ments.
11. At his client’s request a CPA has performed only such procedures as he
considers necessary to form an opinion as to cash on hand and in banks as of
April 30, 1971. He may issue a piecemeal opinion as to these balances only if
a. The piecemeal opinion is accompanied by an adverse opinion with
respect to the financial statements taken as a whole.
b. This opinion does not overshadow or appear to contradict his dis
claimer of opinion as to the financial statements taken as a whole.
c. Cash on hand and in banks is immaterial in terms of the client’s
financial position as of April 30, 1971.
d. Assets other than cash on hand and in banks are immaterial to the
client’s financial position as of April 30, 1971.
12. King Distribution Company has used accounting principles which are
not generally accepted. King’s management suggests that the CPA prepare finan
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cial statements on plain paper without an accompanying opinion for management’s
delivery to the bank. The CPA’s response to King’s suggestion should be to
a. Refuse the request unless a disclaimer of opinion is included.
b. Agree to the request provided he may discuss the statements with
bank officials.
c. Refuse the request unless a qualified or adverse opinion is included.
d. Agree to the request only if a disclaimer is included and each page
of the statements is marked “Unaudited.”
13. The CPA would issue an adverse auditor’s opinion instead of a qualified
opinion if
a. His exception to the fairness of presentation was so material that a
qualified opinion was not justified.
b. He prepared the financial statements from the client’s records with
out performing an audit.
c. The client limited the scope of his examination.
d. He did not confirm receivables or observe the taking of the physical
inventory.
14. An example of an event occurring in the period of the auditor’s field
work subsequent to the end of the year being audited which normally would not
require disclosure in the financial statements or auditor’s report would be
a. Decreased sales volume resulting from a general business recession.
b. Serious damage to the company’s plant from a widespread flood.
c. Issuance of a widely-advertised capital stock issue with restrictive
covenants.
d. Settlement of a large liability for considerably less than the amount
recorded.
15. The
a.
b.
c.
d.

essence of a CPA’s independence is
Avoiding significant financial interest in the client.
Maintaining a mental attitude of impartiality.
Performing the examination from the viewpoint of the stockholders.
Being sure no relatives or personal friends are employed by the
client.

16. If another auditor’s examination of a subsidiary company’s financial state
ments results in an unqualified opinion, the auditor of the parent company may ex
press an unqualified opinion on the fairness of the consolidated statements pro
vided that, as a minimum, he
a. Assumes responsibility for the proper performance of the work done
by the subsidiary’s auditor.
b. Reviews the working papers of the subsidiary’s auditor.
c. Satisfies himself as to the independence and professional reputation
of the subsidiary’s auditor.
d. Performs his own examination of the subsidiary’s financial statements.
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17. The CPA who regularly examines Viola Corporation’s financial state
ments has been asked to prepare pro forma income statements for the next five
years. If the statements are to be based upon the Corporation’s operating assump
tions and are for internal use only, the CPA should
a. Reject the engagement because the statements are to be based upon
assumptions.
b. Reject the engagement because the statements are for internal use.
c. Accept the engagement provided full disclosure is made of the as
sumptions used and the extent of the CPA’s responsibility.
d. Accept the engagement provided Viola certifies in writing that the
statements are for internal use only.
18. A CPA rendered an unqualified opinion on the financial statements
of Beemster Company for the year ended December 31, 1970. Beemster is now
preparing to issue common stock. The prospectus for the common stock issue in
cludes year-end statements and auditor’s opinion together with unaudited financial
statements for the three months ended March 31, 1971. The CPA has performed
only a limited review of Beemster’s financial statements for the three months
ended March 31, 1971. Nothing came to his attention in this review which would
indicate that the March 31 statements were not fairly presented.
The underwriters of the common stock issue have requested that the CPA
furnish them with a comfort letter giving as much assurance as possible relative to
the March 31 financial statements. His response to this request should be to
a. Give negative assurance as to the March 31 financial statements but
disclaim an opinion on the statements.
b. Furnish to the underwriters a piecemeal opinion covering only the
first three months of 1971.
c. Furnish to the underwriters an opinion that the March 31 statements
were fairly presented subject to year-end audit adjustments.
d. Inform the underwriters that no comfort letter is possible without an
audit of the financial statements for the three months ended March
31, 1971.
19. Subsequent to rendering an unqualified report on the financial state
ments of Rosenberg Company for the year ended December 31, 1970, a CPA
learns that property taxes for the year 1970 have been significantly underaccrued.
This resulted from the Company’s disregard of a taxing authority ruling that was
made prior to completion of the CPA’s examination but was not brought to his
attention. Upon learning of the ruling the CPA’s immediate responsibility is
a. Advisory only since he did not learn of the ruling until after com
pletion of his examination.
b. To make certain that the 1970 income statement is restated when
the December 31, 1971 financial statements are prepared.
c. To immediately issue a disclaimer of opinion relative to the 1970
financial statements.
d. To ascertain that immediate steps are taken to inform all parties to
whom this information would be important.
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20. On February 23, 1971 a CPA completed his examination of the finan
cial statements of Emory Corporation for the year ended December 31, 1970
and issued an unqualified opinion. In March Emory’s controller prepared the fed
eral income tax return and asked the CPA to perform sufficient work so that he
could sign the preparer’s declaration. While the CPA was reviewing the return,
he noted that a deduction had been claimed which had not been considered in
determining the federal income tax liability shown in the financial statements. His
research indicates that the deduction is justified. Under these circumstances the
CPA
a. May sign the preparer’s declaration on the federal income tax return.
b. May sign the preparer’s declaration but should explain the circum
stances in a note attached to the return.
c. Should not sign the preparer’s declaration because the tax liability
conflicts with the audited financial statements.
d. Should never sign the preparer's declaration, regardless of this situ
ation, because he did not prepare the return.

N u m b er 2 (E stim a ted tim e— 2 5 to 3 0 m in u te s)
In stru ctio n s

Select the best answer choice for each of the following items which relate
to auditing procedures and mathematical and statistical techniques. Use a separa
rate answer sheet to indicate your answer. Choose only one answer for each item.
Your grade will be determined from your total of correct answers.

Item s to b e A nsw ered

21. Negative accounts receivable confirmations would be most appropriate
in confirming the balances of
a. Large over-due accounts.
b. Small accounts which have been written off.
c. Customers whose large balances represent many small purchases.
d. Accounts due from governmental subdivisions.
22. The auditing procedure which would be of least assistance in detecting
the lapping of accounts receivable is
a. Comparison of the aging schedule of the accounts at the end of this
year to that of a year ago.
b. Tracing payment dates shown on confirmation returns to the accounts
receivable records.
c. Tracing individually listed checks from the duplicate deposit slip
to the accounts receivable records.
d. Examination of the dates of checks included in one day’s deposit.
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23. With respect to proceedings of the meetings of the board of directors
of a client corporation, the normal auditing procedure is to
a. Obtain from the company secretary a minutes representation letter
which summarizes actions pertinent to the financial statements.
b. Discuss proceedings of the board with its chairman or his designated
representative.
c. Review the minutes of all meetings.
d. Obtain tapes or written transcripts of all meetings or attend all
meetings.
24. The cashier of Baker Company covered a shortage in his cash working
fund with cash obtained on December 31 from a local bank by cashing an un
recorded check drawn on the Company’s New York bank. The auditor would
discover this manipulation by
a. Preparing independent bank reconciliations as of December 31.
b. Counting the cash working fund at the close of business on De
cember 31.
c. Investigating items returned with the bank cut-off statements.
d. Confirming the December 31 bank balances.
25. A CPA is examining the financial statements of a small telephone com
pany and wishes to test whether customers are being billed. One procedure that
he might use is to
a. Check a sample of listings in the telephone directory to the billing
control.
b. Trace a sample of postings from the billing control to the subsidiary
accounts receivable ledger.
c. Balance the subsidiary accounts receivable ledger to the general
ledger control account.
d. Confirm a representative number of accounts receivable.
26. Lowe Co. stores a portion of its finished goods inventory in a reputable
public warehouse. Certain customers have been authorized to make withdrawals
at will from the public warehouse, which informs Lowe Co. daily of the with
drawals and balances on hand. In connection with his examination of the financial
statements of Lowe Co. for the year ended February 28, 1971, the CPA gen
erally will rely most upon his
a. Examination of the report from the public warehouse for February
28, 1971.
b. Direct confirmation of the balances stored as of February 28, 1971.
c. Observation of the physical inventory on February 28, 1971.
d. Observation of a daily physical inventory sometime during the year
ended February 28, 1971.
27. A covenant in Zero Company’s indenture for an outstanding 1961 issue
of mortgage bonds requires the maintenance at all times of a current ratio in excess
of 2 to 1. The indenture also provides that should any covenant be violated, the
bond trustee has the option of requiring immediate payment of the principal due.
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A CPA is engaged in his initial examination of financial statements of Zero
Company for the year ended December 31, 1970. He notes that the current ratio
has not met indenture requirements since 1965 and is 1.7 at December 31, 1970.
The bond trustee has been furnished financial statements yearly and has not ques
tioned the failure to comply with the covenant; in response to a standard confir
mation letter the trustee indicated that to the best of his knowledge there had
been no covenant violations to December 31, 1970. Under the circumstances the
CPA should
a. Rely upon the bond trustee’s confirmation and require no reclassifi
cation or further inquiry.
b. Require reclassification of the bonds payable as a current liability.
c. Request that the management representation letter explicitly refer to
the noncompliance with the covenant and management’s expectation
that the trustee will take no action.
d. Request that Zero Company obtain a waiver of the requirement from
the bond trustee.
28. In an examination of financial statements a CPA generally will find
stratified sampling techniques to be most applicable to
a. Recomputing net wage and salary payments to employees.
b. Tracing hours worked from the payroll summary back to the indi
vidual time cards.
c. Confirming accounts receivable for residential customers at a large
electric utility.
d. Reviewing supporting documentation for additions to plant and
equipment.
29. A CPA’s client maintains perpetual inventory records. In the past all
inventory items have been counted on a cycle basis at least once during the year
and physical inventory differences have been minor. Now, the client wishes to
minimize costs of conducting the physical inventory by changing to a sampling
method in which many inventory items will not be counted during a given year.
For purposes of expressing an opinion on his client’s financial statements the CPA
will accept the sampling method only if
a. The sampling method has statistical validity.
b. A stratified sampling plan is used.
c. The client is willing to accept an opinion qualification in the auditor’s
report.
d. The client is willing to accept a scope qualification in the auditor’s
report.
30. In an examination of financial statements a CPA would not find use of
statistical sampling techniques to be generally applicable if
a. The population of items were large.
b. Absolute precision of measurement were required.
c. None of the items were individually significant.
d. The population were not normally distributed.
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31. The frequency distribution of employee years of service for Henry En
terprises is right skewed (i.e., it is not symmetrical). If a CPA wishes to describe
the years of service of the typical Henry employee in a special report, the measure
of central tendency that he should use is the
a. Standard deviation.
b. Arithmetic mean.
c. Mode.
d. Median.
32. Annual data for ten years are to be summarized in an auditor’s special
report. The geometric mean should be used in determining the annual experience
for the past ten years for the
a. Income for a year.
b. Percentage gain or loss in market value of securities during a year.
c. Percentage of bad debt losses to sales for a year.
d. End-of-year current ratio.
33. A CPA’s client cannot recall the name of the mathematical technique for
solving resource allocation problems by maximizing or minimizing a function sub
ject to one or more constraints which he heard described at a recent management
seminar. This technique is
a. Decision tree analysis.
b. Least-squares analysis.
c. Linear programming.
d. Attribute sampling.
34. A CPA has been asked by his client, a department store, to assist in
determining the effects on customer service of eliminating a clerk in one depart
ment. The probability of a customer’s arriving for service is the same at all
moments in time regardless of what had happened in previous moments. If the
CPA analyzes this queueing (waiting-line) problem mathematically, the frequency
distribution generally used would be the
a. Cauchy.
b. Gamma.
c. Beta.
d. Poisson.
35. In connection with his examination of the financial statements of Juicy
Melons, Inc. a CPA is testing the effectiveness of the Company’s inspection system
for purchases from melon growers. For one lot of 2,000, Company inspectors
found the bad melon rate to be 4% . If the CPA wishes to sample from this lot
with a confidence level of 90% and a precision (confidence interval) of ± 2 % ,
the required sample size is 230. If the precision is changed to ± 1 % and other
specifications remain the same, the required sample size is
a. 684.
b. 251.
c. 209.
d. 63.
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In determining your answers to items 36 to 40 consider the information
given in the following statement of facts.
A CPA’s client is considering the adoption of statistical sampling techniques.
Accordingly he has asked the CPA to discuss these techniques at a meeting of
client employees. In connection with this presentation the CPA prepared the fol
lowing table which shows the comparative characteristics of two populations and
the samples to be drawn from each. [For example, in Case 1 the variability of
population 1 is smaller than that of population 2 whereas the populations are of
equal size and the samples to be drawn from them have equal specified precisions
(confidence intervals) and specified reliabilities (confidence levels).]
Population 1
Relative to
Population 2

Case 1
Case 2
Case 3
Case 4
Case 5

Size

Variability

Equal
Smaller
Equal
Larger
Equal

Smaller
Equal
Equal
Equal
Greater

Sample from Population 1
Relative to
Sample from Population 2
Specified
Specified
Reliability
Precision
Equal
Equal
Wider
Narrower
Equal

Equal
Higher
Equal
Equal
Higher

Using the table and the technique of unrestricted random sampling with
replacement, meeting participants are to be asked to determine the relative re
quired sample sizes to be drawn from the two populations. Each of the five cases
is independent of the other four and is to be considered separately.
36. The required sample size from population 1 in case 1 is
a. Larger than the required sample size from population 2.
b. Equal to the required sample size from population 2.
c. Smaller than the required sample size from population 2.
d. Indeterminate relative to the required sample size from population 2.
37. The required sample size from population 1 in case 2 is
a. Larger than the required sample size from population 2.
b. Equal to the required sample size from population 2.
c. Smaller than the required sample size from population 2.
d. Indeterminate relative to the required sample size from population 2.
38. The required sample size from population 1 in case 3 is
a. Larger than the required sample size from population 2.
b. Equal to the required sample size from population 2.
c. Smaller than the required sample size from population 2.
d. Indeterminate relative to the required sample size from population 2.
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39. The required sample size from population 1 in case 4 is
a. Larger than the required sample size from population 2.
b. Equal to the required sample size from population 2.
c. Smaller than the required sample size from population 2.
d. Indeterminate relative to the required sample size from population 2.
40. The required sample size from population 1 in case 5 is
a. Larger than the required sample size from population 2.
b. Equal to the required sample size from population 2.
c. Smaller than the required sample size from population 2.
d. Indeterminate relative to the required sample size from population 2.

Number 3 (Estimated time——25 to 30 m inutes)
You have been asked by the board of trustees of a local church to review its
accounting procedures. As a part of this review you have prepared the following
comments relating to the collections made at weekly services and record-keeping
for members’ pledges and contributions:
• The church’s board of trustees has delegated responsibility for financial
management and audit of the financial records to the finance committee. This
group prepares the annual budget and approves major disbursements but is not
involved in collections or record-keeping. No audit has been considered necessary
in recent years because the same trusted employee has kept church records and
served as financial secretary for 15 years.
• The collection at the weekly service is taken by a team of ushers. The
head usher counts the collection in the church office following each service. He
then places the collection and a notation of the amount counted in the church safe.
Next morning the financial secretary opens the safe and recounts the collection.
He withholds about $100 to meet cash expenditures during the coming week and
deposits the remainder of the collection intact. In order to facilitate the deposit,
members who contribute by check are asked to draw their checks to “cash.”
• At their request a few members are furnished prenumbered predated en
velopes in which to insert their weekly contributions. The head usher removes the
cash from the envelopes to be counted with the loose cash included in the collection
and discards the envelopes. No record is maintained of issuance or return of the
envelopes, and the envelope system is not encouraged.
• Each member is asked to prepare a contribution pledge card annually.
The pledge is regarded as a moral commitment by the member to contribute a
stated weekly amount. Based upon the amounts shown on the pledge cards, the
financial secretary furnishes a letter to requesting members to support the tax
deductibility of their contributions.
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R e q u ir e d :

Describe the weaknesses and recommend improvements in procedures for
a. Collections made at weekly services.
b. Record-keeping for members’ pledges and contributions.
Organize your answer sheets as follows:
Weakness

Recommended
Improvement

N um ber 4 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

You are completing an examination of the financial statements of The Hilty
Manufacturing Corporation for the year ended February 28, 1971. Hilty’s financial
statements have not been examined previously. The controller of Hilty has given
you the following draft of proposed footnotes to the financial statements:
T h e H ilty M anufacturing C orporation
N O TES TO FINANCIAL STATEM ENTS
Y ear E nded F ebruary 2 8 , 1 9 7 1

Note 1. Because we were not engaged as auditors until after February 28,
1970, we were unable to observe the taking of the beginning physical inventory.
We satisfied ourselves as to the balance of physical inventory at February 28,
1970 by alternative procedures.
Note 2. With the approval of the Commissioner of Internal Revenue, the
Company changed its method of accounting for inventories from the first-in firstout method to the last-in first-out method on March 1, 1970. In the opinion of
the Company the effects of this change on the pricing of inventories and cost of
goods manufactured were not material in the current year but are expected to be
material in future years.
Note 3. The investment property was recorded at cost until December 1970
when it was written up to its appraisal value. The Company plans to sell the prop
erty in 1971, and an independent real estate agent in the area has indicated that
the appraisal price can be realized. Pending completion of the sale the amount of
the expected gain on the sale has been recorded in a deferred credit account.
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Note 4. The stock dividend described in our May 24, 1970 letter to stock
holders has been recorded as a 105 for 100 stock split-up. Accordingly, there
were no changes in the stockholders’ equity account balances from this transaction.
Note 5. For many years the Company has maintained a pension plan for
certain of its employees. Prior to the current year pension expense was recognized
as payments were made to retired employees. There was no change in the plan in
the current year, but upon the recommendation of its auditor, the Company pro
vided $64,000, based upon an actuarial estimate, for pensions to be paid in the
future to current employees.
R e q u ir e d :

For each Note 1 to 5 discuss:
a. The note’s adequacy and needed revisions, if any, of the financial state
ments or the note.
b. The necessary disclosure in or opinion modification of the auditor’s report.
(For this requirement assume the revisions suggested in part “a,” if any, have
been made.)
Complete your discussion of each note (both parts “a” and “b” ) before
beginning discussion of the next one.

N um ber 5 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

An important part of every examination of financial statements is the prepa
ration of audit working papers.
R e q u ir e d :
a. Discuss the relationship of audit working papers to each of the standards
of field work.
b. You are instructing an inexperienced staffman on his first auditing as
signment. He is to examine an account. An analysis of the account has been pre
pared by the client for inclusion in the audit working papers. Prepare a list of the
comments, commentaries and notations that the staffman should make or have
made on the account analysis to provide an adequate working paper as evidence
of his examination. (Do not include a description of auditing procedures appli
cable to the account.)

N u m b er 6 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

The Lakesedge Utility District is installing an electronic data processing sys
tem. The CPA who conducts the annual examination of the Utility District’s
financial statements has been asked to recommend controls for the new system.
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Required:
Discuss recommended controls over:
a. Program documentation.
b. Program testing.
c. EDP hardware.
d. Tape files and software.
N u m b er 7 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

A CPA’s report on financial statements includes his opinion as to whether
the statements are presented in accordance with generally accepted accounting
principles. In evaluating the general acceptability of an accounting principle, the
CPA must determine whether the principle has substantial authoritative support.
R e q u ir e d :
a. Describe the procedure that a CPA should follow in forming an opinion
as to whether he should accept an accounting principle proposed by a client for
use in preparing the current year's financial statements. Assume that the principle
has been consistently applied.
b. Cite primary sources and authorities which a CPA might consult in de
termining whether an accounting principle has substantial authoritative support. (A
source is primary if it is sufficient evidence by itself to constitute substantial authori
tative support.)
c. Cite secondary sources and authorities which the CPA might consult in
determining whether an accounting principle has substantial authoritative support.
(A source is secondary if it must be combined with one or more other secondary
sources to constitute substantial authoritative support.)

EXAMINATION IN BUSINESS LAW
(Commercial Law)
May 7, 1971; 8:30 a.m. to 12:00 m.
Number 1 (Estimated time— 20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is followed by numbered sen
tences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to the general principles
of corporation and securities law. Use separate answer sheet to indicate your
answer. Your grade will be determined from your total of correct answers less a
penalty of approximately one-half for each of your incorrect answers; an omitted
answer will not be considered an incorrect answer.
The following is an example of the manner in which the answer sheet should
be marked:
Item
X. Lucky Fastener Corporation sent a letter to Foster Box Company
which was signed by Donald Voltz, Lucky’s sales manager. The letter read as
follows: “We hereby offer you 100 type #14 Lucky Fasteners at $4 per fastener.
This offer will be irrevocable for 10 days.”
101. The offer is a firm offer and irrevocable without consideration for the
period stated.
102. If the offer stated that is was irrevocable but did not contain a stated
period of irrevocability, it would be revocable from inception.
103. If the offer were for the sale of land, it would be revocable.
104. If the offer had been made by phone, it would be revocable.
105. Acceptance must be made within the time stated and by mail.
Answer Sheet
101.
102.
103.
104.
105.

True
False
True
True
False
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Items to be Answered
A. Morgan Corporation was incorporated in the State of Delaware in 1962
and it operated exclusively in Delaware until 1969. Since then it has been in
creasing the scope of its operations and now has substantial sales and servicing
activities in southern New Jersey. Clearview Corporation of New Jersey, a com
petitor, is seeking to prevent Morgan from continuing its selling activities in New
Jersey. Morgan has not qualified to do business in New Jersey.
1. Morgan is a foreign corporation in New Jersey.
2. Morgan does not have to qualify to do business in New Jersey unless it
maintains permanent facilities there.
3. Clearview’s best legal recourse is to file a complaint with the Attorney
General of New Jersey since he is the proper person to proceed against
Morgan.
4. Since interstate commerce is involved in some of Morgan’s operations,
federal law has preempted the field and New Jersey is precluded from
interfering with or restricting any of Morgan’s operations there.
5. If Morgan had done all of its business in New Jersey at the time that
it was incorporated, it could not have been incorporated in Delaware.
B. Black Corporation has made several attempts to purchase the Blue Cor
poration. After Blue rejected the offers by Black, it was decided that the best way
to consummate the transaction was to form a new corporation, the Black and
Blue Corporation, which would be the successor to both corporations. All assets
belonging to the two corporations would be transferred to Black and Blue in ex
change for Black and Blue common stock. These shares then would be exchanged
for those in the combining corporations after which Black Corporation and Blue
Corporation would be completely liquidated. There are minority stockholders in
both corporations who vehemently oppose this proposed action.
6. This transaction is a statutory merger.
7. Approval by at least a two-thirds vote of the stockholders of each cor
poration will be required.
8. Dissenting stockholders have the right to receive an appraisal and pay
ment in cash for their shares.
9. In the appraisal proceeding the dissenting stockholders will receive for
their stock an amount equal to the Corporation’s book value per share.
10. Creditors of the liquidated corporations automatically have rights against
the Black and Blue Corporation.
C. Sigma Corporation, a publicly held corporation, has outstanding 100,000
shares of 6% , $90 par value preferred stock, each of which was originally issued
at $100, is callable at $102 and is currently selling at $78. The board of directors
decided to reacquire 40,000 of these shares in the open market and to hold them
as treasury stock for eventual use in an acquisition. Vandergrift, a minority stock
holder and creditor, has objected to the use of corporate funds for such a purpose.
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11. The board of directors must submit the question of reacquiring the
preferred stock to a vote by the common stockholders.
12. Vandergrift has a valid objection if Sigma’s stated capital was impaired
by the reacquisition of the shares.
13. Treasury stock validly acquired constitutes an asset of the corporation.
14. If the Sigma preferred is reacquired and then reissued to acquire another
corporation, the value of the property received must equal or exceed
$90 per share.
15. If it decides to reissue this amount of its stock, Sigma would be required
to file a registration statement with the Securities and Exchange Com
mission.

D. Marvel Corporation has decided to make an offering of its securities to
raise additional capital. It plans to issue 30,000 shares of its common stock at
$20 a share and to restrict the offer to its existing stockholders, customers, em
ployees, retired employees and relatives of such people. The securities will be
offered to fewer than 500 people and it is expected that only 300 people will
actually make purchases. The Marvel Corporation does business in a tri-state area.

16. A registration statement need not be filed with the Securities and Ex
change Commission because the amount of the transaction is less than
$1,000,000.
17. No registration is required because the number of people who will pur
chase the shares is small and select.
18. If interstate commerce were not involved, the offer would be exempt.
19. If the 30,000 shares are treasury stock for which a registration state
ment previously had been filed, no additional registration is required.
20. Although the corporation files a registration statement, state blue sky
laws are applicable.

E. Carter was the president and a member of the board of directors of the
Fairway Construction Corporation. Carter recommended that Fairway purchase
the assets of the Hale Corporation. He did not disclose that he would receive a
10% finder’s fee from the owners of Hale if the transaction were consummated.
The board, including Carter, unanimously approved the transaction. In addition,
Carter bought a tract of land which Fairway would need to go ahead with its
plans to construct and own a suburban shopping center.

21. In this situation Carter has violated his fiduciary duty to the stockholders.
22. If the board refuses to take action, a stockholder derivative action may
be brought by Fairway stockholders to recover the 10% finder’s fee.
23. Fairway could compel Carter to convey the tract of land to the Cor
poration.
24. Carter’s actions would justify his removal for cause as president and a
member of the board.
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F. Harding was a promoter in the formation of the Majestic Corporation.
Prior to Majestic’s incorporation, Harding, for and on behalf of Majestic, made
several contracts in the name of the Corporation. After interviewing several appli
cants, he selected and signed Johnson to a one-year contract as Majestic’s plant
manager. Johnson received a better offer elsewhere and promptly notified Harding
he would not perform. The future directors of Majestic were informed of this prior
to incorporation.
Next, Harding on behalf of the Corporation rented one floor in a new office
building for two years to be utilized as the Corporation’s home office. The board
of directors neglected to adopt this contract due to an oversight. However, they
promptly moved into the office space and have been there for two months. They
are unhappy about the rental price and have refused to pay the price agreed to
by Harding.
Finally, Harding signed an agreement for one year with JCN Computer to
lease one of its latest model computers. At its meeting immediately following
incorporation the board decided that another type of computer was needed and
rejected the contract made by Harding with JCN.
25. Prior to incorporation Harding was an agent for a nonexistent principal.
26. The Corporation can recover against Johnson for breach of contract.
27. Harding has a right to compensation for services rendered to the Cor
poration prior to its incorporation.
28. By implication Majestic has adopted the rental price for the lease of
the office space.
29. JCN has no rights against Majestic Corporation.
30. Harding is liable to JCN on the computer leasing contract.
N u m b er 2 (E stim a ted tim e— 2 0 to 2 5 m in u te s)

Instructions
Each of the lettered statements of facts below is followed by numbered sen
tences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to Article 9 of the Uniform
Commercial Code (Secured Transactions). Use a separate answer sheet to indicate
your answer. Your grade will be determined from your total of correct answers
less a penalty of approximately one-half for each of your incorrect answers; an
omitted answer will not be considered an incorrect answer.
Item s to be A nsw ered

Owens, an automobile dealer, had an inventory of 30 passenger cars
and 5 trucks. He financed the purchase of this inventory with State Bank under an
agreement dated January 5 which gave the Bank a security interest in all vehicles on
Owens’ premises, all future acquired vehicles and the proceeds thereof. On
January 5 State Bank properly filed a financing statement which identified the
collateral in the same way that it was identified in the agreement. On April 1
Owens sold a passenger car to Cobb for his family use and a truck to Stanton
Company for its hardware business.
A.
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31. The security agreement may not provide for a security interest in future
acquired vehicles even if the parties agree.
32. The passenger car sold by Owens to Cobb continues to be subject to
the security interest of the State Bank.
33. The signatures on the financing statement must be notarized or witnessed.
34. If Owens retained a security interest in the passenger car sold to Cobb
until it was paid for, this would be included in the inventory class of
collateral under the security agreement with the Bank.
35. The security interest of the State Bank includes the proceeds from the
sale of the truck to Stanton Company.

B. Dr. Bell, a physician, bought an x-ray machine from Medical Equip
ment Corporation for use in his practice, which he conducted in his home. At the
time of purchase Dr. Bell signed a security agreement which provided that he
pay the purchase price by making 36 monthly installments of $500.
36. The collateral was consumer goods since it was used by Dr. Bell in his
home.
37. If Medical Equipment Corporation transferred the security agreement
to a bank as collateral for a loan made by the bank to the Corporation,
the security agreement would be chattel paper.
38. If Dr. Bell defaults, the Corporation may take possession of the ma
chine if it can do so without breach of the peace.
39. If repossessed by the Corporation after Dr. Bell’s default, the machine
must be sold at public auction.
40. The Corporation may purchase the machine at public auction if it is the
highest bidder.
C. Time and Chimes, Inc., a manufacturer of clocks, shipped $100,000
in merchandise to various customers on credit with payment due in 60 days. As
soon as the goods were shipped, the Company sold and assigned the accounts to
Factors, Inc. which purchased them for $95,000 pursuant to a written agreement.
Factors, Inc. paid the Company and took possession of the duplicate invoices
covering the goods shipped. The original of each invoice was stamped: “This in
voice has been assigned to Factors, Inc.” Factors, Inc. did not file a financing
statement. A month later Norton, a judgment creditor of Time and Chimes, levied
on the accounts.
41. Factors, Inc. will prevail over Norton since it perfected its security
interest in the particular accounts receivable by taking possession of the
assigned invoices.
42. If Factors, Inc. properly had filed a financing statement pursuant to an
oral security agreement, its security interest would be enforceable against
the Company and third parties.
43. A security interest in collateral can never be perfected unless a financing
statement is properly filed.
44. If a filed financing statement does not state a maturity date, it is effective
for a period of three years from the date of filing.
45. A security agreement may be filed as a financing statement if it complies
with all the requirements applicable to a financing statement.
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D. Beautiful Dolls, Inc., a doll manufacturer, borrowed $300,000 from
First Bank and executed a security agreement which provided that the Company
granted a security interest to the Bank in all of its accounts receivable, inventory
and equipment and the proceeds of all such collateral. The Company defaults.
46. After default, the Bank at any time lawfully may notify all of the Com
pany’s account debtors of the security interest it has in the accounts
receivable and demand that payment be made directly to the Bank even
if the Company objects.
47. After default, the Bank lawfully may demand that the Company assemble
all the equipment in one empty storage building owned by the Company
and convenient to both parties.
48. The Bank lawfully may retain any surplus realized from the disposition
of the collateral if the security agreement is silent as to which party is
entitled to the surplus.
49. The Bank lawfully may retain any surplus realized from the disposition
of the collateral if the security agreement so provides.
50. The security interest in inventory includes not only finished inventory but
also raw materials and work in process.
E. National Bank loaned $25,000 to Knitwear Manufacturing Corporation
under a written security agreement which provided that the Corporation was to
use the money to purchase three looms. The Corporation purchased the looms with
the borrowed money and took possession of them on July 9. The Bank did not
file a financing statement covering the transaction until July 15. On July 10
Seaver, a judgment creditor of the Corporation, levied on the looms. Seaver con
tends that his levy is superior to the Bank’s security interest since the levy oc
curred before the Bank filed and he had no knowledge of the Bank’s security
interest.
51. Seaver’s contention is correct.
52. The Bank had a purchase money security interest.
53. The Bank could have filed a financing statement before a security agree
ment was executed or before the Corporation came into possession of
the looms.
54. Even if the Bank had not filed a financing statement, it would prevail
over Seaver.
55. To be legally effective the financing statement must identify each loom
by serial number.
F. Elegant Manufacturing Corporation owned 30 sewing machines which
it used in its business of manufacturing fancy tablecloths. The Corporation bor
rowed $3,000 from Albert Bank under a security agreement dated December 1
which provided that the Corporation give the Bank a security interest in the 30
machines and all other machines thereafter acquired. The Bank filed a financing
statement on December 2 in the proper office. Later, on January 21 the Corpora
tion bought 20 additional sewing machines from Green Machine Company under
a written agreement to pay for the machines in monthly installments and to give
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Green Machine Company a security interest in the 20 sewing machines until the
purchase price is paid. The machines were delivered to the Corporation on Janu
ary 28. On January 30 the Corporation defaulted on its indebtedness to Albert
Bank and the Bank immediately seized all 50 sewing machines. On February 2
Green Machine Company properly filed a financing statement covering the 20
machines and then claimed that its security interest in these machines prevailed
over that claimed by the Albert Bank.
56. Green Machine Company is correct.
57. To be enforceable the security agreement between Green Machine Com
pany and Elegant Manufacturing Corporation must be signed by both
parties regardless of the amount involved.
58. If Albert Bank and the Corporation agreed, Green Machine Company
could have lawfully taken a second security interest in the 30 machines
already subject to the security interest of the Bank.
59. Green Machine Company always will prevail over the security interest
claimed by the Bank in these 20 machines regardless of when it files a
financing statement.
60. The Bank perfected its security interest on December 1, the date of the
security agreement.
Number 3 (Estimated time— 20 to 25 m inutes)
Instructions
Each of the lettered statements of facts below is followed by numbered sen
tences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to the general principles of
real property law. Use a separate answer sheet to indicate your answer. Your grade
will be determined from your total of correct answers less a penalty of approxi
mately one half for each of your incorrect answers; an omitted answer will not be
considered an incorrect answer.
Items to be Answered
A. Brown wished to raise some additional capital for his manufacturing
business. Ames, his accountant, suggested that he mortgage his estate, Longacre.
Brown then did this receiving a $10,000 loan from Central Bank and giving his
mortgage bond in that amount. Brown neglected to advise either Ames or the Bank
that he previously had mortgaged Longacre to Collins who failed to record the
mortgage. The Bank promptly recorded its mortgage. In anticipation of his son
Henry’s wedding to Helen Smith, Brown deeded Longacre as a wedding gift to
Henry Brown and Helen Smith. Henry and Helen recorded the deed and were
married.
61. Collins’ mortgage is prior in time and would take priority over that of
the Bank.
62. Henry and Helen’s deed would not be subject to the lien of Collins’
mortgage.
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63. Henry and Helen’s deed would not be subject to the lien of the Bank’s
mortgage.
64. If the deed to Henry and Helen stated that it was subject to the Bank’s
mortgage, Henry and Helen could be called upon personally to pay
any deficiency on foreclosure by the Bank.
65. If Henry and Helen had assumed the Bank mortgage, the answer to
item 64 would be different.
66. On foreclosure Brown could be called upon to pay the Bank any
deficiency.
67. The deed to Henry and Helen created a tenancy by the entirety.
68. If Henry and Helen were married at the time they received the deed,
the answer to item 67 would be different.
69. Either Henry or Helen may dispose of his or her interest in Longacre
without the consent of the other.
70. If Henry and Helen were tenants by the entirety in Longacre and
Helen dies first, Henry automatically becomes the owner of the entire
estate even if Helen’s will provides otherwise.
B. The Western Lumber Company owns a large tract of timberland. Un
known to Western, Skidmore has enclosed part of Western’s tract with a fence,
built a cabin upon it and plans to farm the land commercially. The applicable
prescription period under local law is 15 years. Skidmore mistakenly believes that
the land in question is part of the adjacent tract which he owns.
71. At the end of the prescription period, Skidmore will obtain title by
adverse possession against Western.
72. If Skidmore should die before the end of the prescription period, his
heirs must hold adversely against Western for an additional 15 years in
order to acquire title by adverse possession.
73. If Skidmore merely occupies the land in question, but acknowledges that
it is owned by Western, he cannot acquire title by adverse possession
against Western.
C. Parker contracts to purchase Greenacre from Archer as a site for his
factory. Prior to closing Parker discovers that there are liens for unpaid taxes
against the property, that the property is subject to an easement of right of way
and that the property is zoned for residential use. The contract of sale does not
mention any of the foregoing.
74. Parker may decline to close the sale unless Archer pays and discharges
the tax liens.
75. Parker must accept title subject to the easement of right of way.
76. Parker must accept title subject to the zoning restriction on the property.
77. If Parker accepts title without knowledge of the above facts and receives
a full warranty deed from Archer, upon learning the facts he would have
grounds for an action against Archer because of defects in the title.
78. If Parker took a quitclaim deed from Archer, the answer to item 77
would be the same.
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D. Church and Jasper, CPAs, wish to relocate their offices. The lease on
their present offices is for five years with three years to run and it contains a
survival clause which provides that the tenant’s liability shall survive the landlord’s
termination of the lease for a breach by the tenant. Their landlord is not agreeable
to canceling the lease which also prohibits a sublease without the landlord’s con
sent. Church and Jasper have a financially responsible and respectable prospective
subtenant but have reason to believe that the landlord will not consent to a sublease.
79. If Church and Jasper sublease the premises without the landlord’s con
sent, they will breach their lease and entitle the landlord to terminate
the lease.
80. If the landlord terminates the lease under the circumstances described in
item 79, Church and Jasper would not be liable to the landlord for any
deficiency in rent for the balance of the term of their lease.
81. Regardless of the prohibition against subletting in their lease, Church
and Jasper may assign their lease to a third party without breaching
the lease.
82. Assuming that Church and Jasper are free to assign their lease, they
will not be liable to the landlord under the lease for the performance
of all of their obligations as tenants.
83. If the landlord consents to a subletting, the mere giving of such consent
will relieve Church and Jasper of any further obligations under the lease.
84. If the landlord consents to a subletting, he may collect the rent due under
the lease directly from the subtenant.
85. If Church and Jasper assign their lease, the landlord may not collect
the rent due directly from the assignee.
E. Assume Church and Jasper have decided to remain in their present
quarters until their lease expires on June 1. On May 15 they entered into a twoyear lease for new office space with Bolt Realty Corporation to commence June 1.
On May 25 Church and Jasper discover that the occupant of their new space,
whose lease expires on May 31, has not vacated and does not plan to do so until
June 15.
86. If the lease is silent on the point, Bolt Realty will not be liable to Church
and Jasper for damages if Bolt is unsuccessful in evicting the old tenant
before June 1.
87. If Bolt Realty takes no action against the old tenant and does not deliver
possession on June 1, Church and Jasper are free to terminate the lease
without liability to Bolt.
88. If Bolt Realty neglected to sign the lease but Church and Jasper had
signed it, it would be enforceable against Bolt.
89. If Church and Jasper retain their old offices until June 15, their old
landlord may elect to hold them as holdover tenants for an additional
year.
90. In the circumstances described in item 89, the old landlord may evict
Church and Jasper.
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Number 4 (Estimated time——25 to 30 minutes)
Part a. Risk Capital Limited, a Delaware corporation, was considering the pur
chase of a substantial amount of the treasury stock held by Florida Sunshine Cor
poration, a closely held corporation. Initial discussions with the Florida Sunshine
Corporation began late in 1969.
Wilson and Wyatt, Florida Sunshine’s accountants, regularly prepared quart
erly and annual unaudited financial statements. The most recently prepared finan
cial statements were for the year ended September 30, 1970.
On November 15, 1970 after protracted negotiations, Risk Capital agreed to
purchase 100,000 shares of no par, Class A Capital Stock of Florida Sunshine at
$12.50 per share. However, Risk Capital insisted upon audited statements for
calendar year 1970. The contract specifically provided:
Risk Capital shall have the right to rescind the purchase of said stock
if the audited financial statements of Florida Sunshine for calendar year
1970 show a material adverse change in the financial condition of the
Corporation.
The audited financial statements furnished to Florida Sunshine by Wilson
and Wyatt showed no such material adverse change. Risk Capital relied upon the
audited statements and purchased the treasury stock of Florida Sunshine. It was
subsequently discovered that, as of the balance sheet date, the audited statements
were incorrect and that in fact there had been a material adverse change in the
financial condition of the Corporation. Florida Sunshine is insolvent and Risk
Capital will lose virtually its entire investment.
Risk Capital seeks recovery against Wilson and Wyatt.
R e q u ir e d :

1. Discuss each of the theories of liability that Risk Capital will probably
assert as its basis for recovery.
2. Assuming that only ordinary negligence is proven, will Risk Capital
prevail? State “yes” or “no” and explain.
Part b. Wells and White, the accountants for the Allie Corporation, provided
various professional services for Allie over 15 years under annual retainer agree
ments. The services included tax return preparation, special cost analyses and
the preparation of the Corporation’s audited and unaudited financial statements.
The relationship had been quite harmonious until the retirement of Roberts,
the president and founder of Allie Corporation. His successor, Strong, was a very
aggressive, expansion-oriented individual who lacked the competence and per
sonal attraction of his predecessor. Two years after Roberts’ retirement the un
broken record of increases in annual earnings was in jeopardy.
Strong realized that a decrease in earnings would have an unfavorable im
pact on his image and on his plans to merge with a well known conglomerate. He
called Wells, the senior partner of Wells and White, and demanded that the method
of computing and reporting the current year’s earnings be changed in a way
that would preserve the upward trend in earnings.
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Although the proposed method would be within the realm of generally ac
cepted accounting principles, Wells subsequently told Strong that, in the exercise
of its professional judgment, the firm could not agree to such a change. Strong
promptly dismissed the firm and refused to pay the final billing of $1,750 for
services rendered to the date of dismissal under its agreement with Wells and
White.
Wells and White have brought suit against Allie Corporation for the $1,750.
Allie Corporation responded by denying liability on the ground that the firm’s
refusal to cooperate constituted a breach of contract which precluded recovery.
Allie also counterclaimed by demanding the return of all audit working papers,
correspondence and duplicate tax returns and supporting explanations pertaining
to Allie Corporation.
Required:
1. Is the Wells and White account receivable valid and enforceable against
the Allie Corporation? State “yes” or “no” and explain.
2. Will Allie Corporation prevail on its counterclaim demanding return of
the audit working papers, correspondence and tax returns? State “yes” or “no”
and explain.
Part c. Continuing the situation described in Part “b” above: Strong was unable
to find other accountants who approved of the proposed change in the method of
computing and reporting earnings, so he abandoned this demand and then engaged
new accountants, Bar & Cross. Income continued to decrease in the next two
quarters and Strong became convinced that the cause of this must be due to
defalcations by some dishonest employee. Therefore, he engaged Bar & Cross
to make a special study to discover the guilty person. After several months of in
tensive work Bar & Cross were able to discover minor defalcations of $950. Of
this amount, $600 was stolen during the last two years while Wells and White were
Allie Corporation’s accountants. Allie Corporation sues Wells and White for the
loss.
Required:
Will Allie Corporation recover the loss from Wells and White? State “yes”
or “no” and explain.
Number 5 (Estimated time — 20 to 25 minutes)
During the course of your examination of the financial statements of Grand
Fashions, Inc., a retail dress merchant, you learned of the following transactions
with wholesale dress merchants:
Transaction 1
The Corporation telephoned Stevens Company and ordered from Stevens’
catalog 50 Junior Model dresses in assorted sizes for a total price of $300. The
next day the Corporation received a written confirmation of the order from Stevens
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with a request that it sign and return the duplicate of the confirmation, which it
did not do. A month later the Corporation sought to avoid the contract claiming
that it was not liable since it did not sign the confirmation order.
Transaction 2
The Corporation placed a telephone order with Scott Company for ten dozen
dresses for $1,000. The next day the Corporation received, inspected and accepted
five dozen of the dresses. The Corporation refused to accept the balance when
tendered and sought to return the other five dozen dresses claiming that it was
not obligated.
Transaction 3
The Corporation purchased 25 dozen all-silk dresses from Lawrence Com
pany after examining a sample dress made of all-silk that Lawrence Company
submitted. The written confirmation received by the Corporation contained the
words “as per sample submitted to the company.” Upon delivery, inspection and
testing the Corporation determined that the dresses were 65% silk and 35%
dacron and immediately informed Lawrence Company that it wanted to return
the dresses for full credit. Lawrence Company insisted that the Corporation take
the dresses less a 25% discount, but the Corporation refused to do so.
Transaction 4
The Corporation executed a written contract with Roberts Company to pur
chase a miscellaneous collection of dresses for $5,000. A week before the agreed
shipment date, Roberts called the Corporation and said “We cannot deliver at
$5,000; unless you agree to pay $6,000, we will cancel the order.” After con
siderable discussion the Corporation agreed to pay $6,000 if Roberts would ship
as agreed in the contract. After the goods had been delivered and accepted by
the Corporation, it refused to pay $6,000 insisting that it is legally obligated to
pay only $5,000.
Required:
Discuss separately the validity of the contentions made by Grand Fashions,
Inc. with respect to each of the four transactions.
Number 6 (Estimated time— 25 to 30 minutes)
Part a. During the examination of the financial statements of the Williams Watch
Company the following problem was discovered.
On January 16, 1971 Crane, one of Williams’ salesmen, called upon Parke,
the vice president of purchasing for Carter Department Stores. He showed Parke
the new line of mod watches with large, bright-colored faces. Parke ordered 150
watches costing from $5 to $20 with a total cost of $1,475. Delivery was to be
made not later than March 15, 1971. Crane wrote the orders in his order book
as Parke orally indicated the quantity of each watch he desired. Neither party
signed anything.
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Crane promptly submitted the Carter order to the sales department. The
next day the order was recorded and a memorandum was sent to Carter Depart
ment Stores in care of Parke. The memorandum described the transaction indi
cating the number and prices of the watches purchased and was signed by S. A.
Williams, vice president of marketing; however, the total price and delivery terms
were excluded erroneously.
Parke received the memo on January 20. He read it and placed it in his
goods on order file. On the 20th of February the market for mod watches col
lapsed and fair market value of the watches dropped to approximately $700. Parke
promptly notified Williams Watch by phone that Carter Stores was not interested
in the mod watches and would refuse delivery. Williams Watch filed suit for dam
ages against Carter.
R e q u ir e d :

Will Williams Watch prevail in its suit against Carter Department Stores?
State “yes” or “no” and discuss the relevant legal implications of the above facts.
Part b. In examining the accounts receivable of the Mercury Publishing Com
pany the following problem was discovered.
During the months of November and December 1970 Famous Music Shops,
Inc. ordered and was shipped sheet music and music books having a total invoice
price of $565.29. The amount of Famous Music’s indebtedness to Mercury has
not been disputed.
Investigation revealed that on March 1, 1971, exasperated with the number
and frequency of Mercury’s written demands for settlement of the account, Fa
mous Music sent Mercury a large number of the previously purchased books and
a check for $255.04. The total price of the returned books on Famous Music’s
original invoice was $310.25, so that this amount plus the check equaled the
amount owed. There was no dispute as to this point.
Famous Music’s letter to Mercury included a list of the books being returned
and stated that the credit for the return plus the enclosed check for the balance
constituted payment of the account in full. The following was written on the face
of the check: “Complete and final settlement of our account payable.”
The letter and check reached Mercury in due course. Mercury cashed the
check, but declined to accept the books for credit. On March 7, 1971 Mercury
wrote Famous Music as follows: “We are not crediting your account with these
books, but are holding them subject to your disposal.”
On March 15, 1971 Famous replied reaffirming its position as indicated in its
letter of March 1.
Famous claimed that there was a general custom throughout the United States
permitting the return of such books. Mercury denied that such a custom existed.
Mercury’s counsel submitted a memorandum stating that there was authority sup
porting both sides of the proposition and that in fact there was a bona fide dispute
as to whether such a custom existed. The attorney’s memorandum concluded that
“this issue can only be determined by litigation.”
Famous Music has refused to accept the returned books or to pay any more
on the account.

Business L aw

311

Required:
1. What are the legal problems and implications of the above facts? Discuss,
2. Is the Mercury account receivable valid and enforceable against Famous?
State “yes” or “no” and explain.
Number 7 (Estimated time— 20 to 25 minutes)
During the course of your examination of the financial statements for the
year ended March 31, 1971 for Finest Fashions, Inc., a company with a dozen
retail stores specializing in the sale of exclusive maxi coats and dresses, you
learned of a claim of $50,000 asserted against the Company by Fancy Fabrics.
Upon investigation you learned that the Company purchased most of its merchan
dise from Terry Knitting Mills, a large manufacturer. Several months ago when
Terry was in financial difficulty and could no longer purchase raw materials from
Fancy Fabrics on credit, Terry asked the Company and Grand Gowns, Inc. to
sign as co-sureties its purchase order to Fancy Fabrics for raw materials costing
$50,000. Both companies did so on the same day that Terry signed the purchase
order. When Terry did not pay on the due date, Fancy Fabrics did not notify
either surety. However, 15 days later the Company received a demand for pay
ment of the entire purchase price of $50,000 from Fancy Fabrics. The Company
has refused to pay contending that its contract as surety was unenforceable be
cause (1) it did not receive any consideration, (2) it received no notice of de
fault and (3) its maximum liability, if any, is $25,000.
Required:
a. Discuss the validity of each defense asserted by your client, Finest Fash
ions, Inc.
b. If Finest Fashions pays $50,000 to Fancy Fabrics, what would be its
rights against Grand Gowns? Explain.
c. If Finest Fashions pays $50,000 to Fancy Fabrics, what would be its rights
against Terry? Explain.
d. If Fancy Fabrics extended Terry’s time for payment for another six
months without Finest Fashions’ consent, what would be the legal effect on the
Company’s obligation? Explain.
Number 8 (Estimated time— 20 to 25 minutes)
Part a. In the course of your examination of the financial statements of Prince
Realty Corporation for the year ended March 31, 1971 you learned of the follow
ing: Prince orally employed Baker, 20 years old, to manage an apartment house
that it owned. Prince Realty instructed Baker not to contract for any repair work
without its prior approval. Prince Realty also instructed Baker to collect in per
son the monthly rent from the 100 tenants. Contrary to these instructions Baker
contracted with Trinity Plumbing Company to repair some plumbing for $200
and a bill for the services rendered has been submitted to Prince Realty for pay
ment. In addition Corbin, a tenant, asserted a claim against Prince Realty alleging

312

E xamination Q uestions— M ay, 1971

that he was assaulted by Baker who was attempting to collect past due rent. Al
though Baker was discharged after managing the apartment for three months,
he collected the rent for the fourth month on all apartments and absconded. After
learning this Prince Realty has billed the tenants for the fourth month’s rent.
R e q u ir e d :

1. Is Prince Realty liable to Trinity Plumbing? State “yes” or “no” and
discuss.
2. Is Prince Realty liable to Corbin? State “yes” or “no” and discuss.
3. Can Prince Realty recover from the tenants for the fourth month’s rent?
State “yes” or “no” and discuss.
In the course of your examination of the financial statements of Higgins
Electronics, Inc. for the year ended March 31, 1971 you learned of a claim for
$75,000 that James Ladd had made against the Company. Your investigation dis
closed that the Company wanted to purchase some valuable used electronic
equipment from Ladd, a competitor. The Company hired Lemmon to make the
purchase in his name and instructed him not to disclose that he was acting for
for the Company. Lemmon signed a contract in his own name to purchase the
equipment from Ladd for $75,000 with delivery and payment to be made 30
days later. Before the payment date the Company learned of a major techno
logical breakthrough in electronic equipment and decided to buy new equipment
which incorporated the discovery. Lemmon was instructed immediately to neither
pay nor accept delivery of the used equipment. When Ladd learned subsequently
that the Company was Lemmon’s principal he sued the Company for breach of
contract. The Company defended contending that it was not liable to Ladd because
(1) Ladd intended to contract with Lemmon only and (2) recovery was barred
because Ladd discovered the identity of the Company after the contract was
executed.
P art b.

R e q u ir e d :

1. Discuss the validity of each defense asserted by your client, Higgins Elec
tronics, Inc.
2. Discuss the extent of Lemmon’s liability to Ladd.

EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
May 7, 1971; 1:30 to 5:00 p.m.
Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following items which relate to
a variety of issues in financial accounting. Use a separate answer sheet to indicate
your answer. Choose only one answer for each item. Your grade will be deter
mined from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
99. The current asset section of the balance sheet should include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
99. b.

Item s to be A nsw ered

1. Property under construction to be sold and leased back for operating
use under a leasing arrangement which in substance is a purchase should be re
ported on a classified balance sheet under the caption
a. Long-term investments.
b. Deferred charges.
c. Property, plant and equipment.
d. Short-term investments.
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2. During the current year a court decided that employees at the Hart
Company’s plant which closed down two years ago were entitled either to sever
ance pay or to added pension benefits if transferred to other Company operations.
The amounts involved are material and afford an example for the current year of
a. A prior period adjustment of retained earnings.
b. An extraordinary item on the income statement.
c. A contingent liability.
d. A casualty loss on the income statement.
3. When presenting pension plan costs on an income statement, past and
current service costs
a. Must be shown separately in computing operating income.
b. May be either combined or shown separately.
c. Must be separated so that past service costs can be treated as a prior
period adjustment.
d. Both should not be included on the income statement for a single
year.
4. If goodwill arising from the consolidation appears among the assets on
the consolidated balance sheet of a parent company and its only subsidiary, this
indicates that the subsidiary
a. Was acquired at a price that was less than the underlying book value
of its tangible assets.
b. Was accounted for as a pooling of interests.
c. Already had goodwill on its books.
d. Was acquired at a price in excess of the underlying book value of its
tangible assets.
5. If preferred stock has a liquidation preference in excess of its par value,
a. Earnings per share calculations will be different than if there had
been no such preference.
b. Retained earnings equal to the amount of the preference should be
appropriated.
c. Dividends on that stock should not be allowed to be in arrears.
d. The fact should be prominently disclosed in the equity section of
the balance sheet.
6. A company sold property at a price which exceeded book value and
then leased back the property for ten years. The gain resulting from the sale should
be recognized
a. In the year of the sale.
b. At the end of the ten-year period or termination of the lease, which
ever is earlier.
c. Over the term of the lease.
d. As a prior period adjustment.
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7. A transaction which would appear as an application of funds on a con
ventional funds statement using the all financial resources concept, but not on a
statement using the traditional working capital concept would be the
a. Acquisition of property, plant and equipment for cash.
b. Reacquisition of bonds issued by the reporting entity.
c. Acquisition of property, plant and equipment with an issue of com
mon stock.
d. Declaration and payment of dividends.
8. The accounting for a quasi-reorganization usually includes a
a. Write-up of assets and write-down of retained earnings.
b. Write-down of both assets and retained earnings.
c. Write-down of assets and elimination of a deficit.
d. Write-up of assets and elimination of a deficit.
9. Most methods of pricing inventories are in accord with generally accepted
accounting principles and generally are permissible for income tax purposes. Two
methods that do not fall into this category are
a. Base stock and LIFO.
b. Direct costing and LIFO.
c. Direct costing and base stock.
d. Weighted average and direct costing.
10. An account which would be classified as a current liability is
a. Dividends payable in stock.
b. Accounts payable— debit balances.
c. Reserve for possible losses on purchase commitments.
d. Excess of replacement cost over LIFO cost of basic inventory tem
porarily liquidated.
11. Cole Manufacturing Corporation issued bonds with a maturity amount
of $200,000 and a maturity ten years from date of issue. If the bonds were issued
at a premium, this indicates that
a. The yield (effective or market) rate of interest exceeded the nominal
(coupon) rate.
b. The nominal rate of interest exceeded the yield rate.
c. The yield and nominal rates coincided.
d. No necessary relationship exists between the two rates.
12. On April 15, 1971 the Rest-More Corporation accepted delivery of
merchandise which it purchased on account. As of April 30 the Corporation had
not recorded the transaction or included the merchandise in its inventory. The
effect of this on its balance sheet for April 30, 1971 would be
a. Assets and owners’ equity were overstated but liabilities were not
affected.
b. Owners’ equity was the only item affected by the omission.
c. Assets and liabilities were understated but owners’ equity was not
affected.
d. Assets and owners’ equity were understated but liabilities were not
affected.

316

E xamination Q uestions— May, 1971

13. Companies that carry no insurance against insurable casualty losses
sometimes use an account called “reserve for self-insurance.” In preparing a bal
ance sheet this account preferably would appear as a
a. Liability.
b. Part of retained earnings.
c. Deduction from the Cash Surrender Value of Insurance account.
d. Deferred credit.
14. The debit for a sales tax properly levied and paid on the purchase of
machinery preferably would be a charge to
a. The machinery account.
b. A separate deferred charge account.
c. Miscellaneous tax expense (which includes all taxes other than those
on income).
d. Accumulated depreciation—machinery.
15. Goodwill should be written off
a. As soon as possible against retained earnings.
b. As soon as possible as an extraordinary item.
c. By systematic charges against retained earnings over the period
benefited, but not more than 40 years.
d. By systematic charges to expense over the period benefited, but not
more than 40 years.
16. Assuming that the ideal measure of short-term receivables in the balance
sheet is the discounted value of the cash to be received in the future, failure to
follow this practice usually does not make the balance sheet misleading because
a. Most short-term receivables are not interest-bearing.
b. The allowance for uncollectible accounts includes a discount element.
c. The amount of the discount is not material.
d. Most receivables can be sold to a bank or factor.
17. Interperiod tax allocation would not be required when
a. Research and development costs are written off in the year of the
expenditure for tax purposes but capitalized for accounting purposes.
b. Statutory (or percentage) depletion exceeds cost depletion for the
period.
c. Accelerated depreciation is used for tax purposes and the straightline method is used for accounting purposes.
d. Different methods of revenue recognition are used for tax purposes
and accounting purposes.
18. The installment method of recognizing revenue
a. Should be used only in cases where there is no reasonable basis for
estimating the collectibility of receivables.
b. Is not a generally accepted accounting principle under any circum
stances.
c. Should be used for book purposes only if it is used for tax purposes.
d. Is an acceptable alternative accounting principle for a firm which
makes installment sales.
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19. A major difference between a statement of source and application of
working capital and a cash-flow statement likely would be in the treatment of
a. Dividends declared and paid.
b. Sales of noninventory assets for cash at a loss.
c. Payment of long-term debt.
d. A change during the period in the accounts payable balance.
20. Where financial statements for a single year are being presented (with
out comparative statements), a prior period adjustment recognized in the current
year ordinarily would
a. Be shown as an adjustment of the balance of retained earnings at the
start of the current year.
b. Affect net income before extraordinary items of the current year.
c. Be shown as an extraordinary item on the current year’s income
statement.
d. Be included in an all-inclusive income statement.
Number 2 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following items which relate in
Part A to fund accounting and in Part B to various managerial accounting prob
lems. Use an answer sheet to indicate your answer. Choose only one answer for
each item. Your grade will be determined from your total of correct answers.
Items to be Answered
Part A
21. When used in fund accounting, the term “fund” usually refers to
a. A sum of money designated for a special purpose.
b. A liability to other governmental units.
c. The equity of a municipality in its own assets.
d. A fiscal and accounting entity having a set of self-balancing accounts.
22. Depreciation on the fixed assets of a municipality should be recorded
as an expense in the
a. Enterprise (utility) fund.
b. General fund.
c. Special assessment fund.
d. Special revenue fund.
23. In municipal accounting the accrual basis is recommended for
a. Only agency, debt service (sinking), enterprise (utility), general
and special revenue funds.
b. Only capital projects (bond), enterprise (utility), intragovernmental
service (working capital), special assessment and trust (endow
ment) funds.
c. Only enterprise (utility), general and intragovernmental service
(working capital) funds.
d. None of the funds.
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24. Fixed and current assets are not accounted for in the same fund, with
the exception of the
a. General fund.
b. Intragovernmental service (working capital) fund.
c. Special assessment fund.
d. Special revenue fund.
25. The balance sheet in the financial report of a municipality may be
prepared
a. On a consolidated basis after eliminating the effects of interfund
transactions.
b. On a combined basis showing the assets and equities of each fund
with a total column indicating the aggregate balance for each iden
tical account in all of the funds.
c. On a combined basis showing the assets and equities of each fund,
but without a total column indicating the aggregate balance for each
identical account in all of the funds.
d. For each fund on a separate page but never presenting all funds
together on the same page.
26. The presence of an Expenditures Chargeable to Reserve for Encum
brances account in a city’s general fund trial balance indicates that the ordinance
governing the lapsing of appropriations provides that encumbrances outstanding
at the end of the fiscal year
a. Lapse.
b. Lapse, but outstanding purchase orders are honored out of a special
contingency fund.
c. Lapse, but a new appropriation is made to cover them in a subse
quent year.
d. Do not lapse.
27. The budget which relates input of resources to output of services is the
a. Line-item budget.
b. Object-of-expenditure budget.
c. Performance budget.
d. Resource budget.
28. The activities of a street improvement project which is being financed
by requiring each owner of property facing the street to pay a proportionate share
of the total cost should be accounted for in the
a. Capital projects (bond) fund.
b. General fund.
c. Special assessment fund.
d. Special revenue fund.
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Part B
29. The major assumption as to cost and revenue behavior underlying con
ventional cost-volume-profit calculations is the
a. Constancy of fixed costs.
b. Variability of unit prices and efficiency.
c. Curvilinearity of relationships.
d. Linearity of relationships.
30. The accounting area in which the only objective of depreciation account
ing relates to the effect of depreciation charges upon tax payments is
a. Capital budgeting.
b. Cost-volume-profit analysis.
c. Income determination.
d. Responsibility accounting.
31. A basic cost accounting method in which the fixed overhead cost is
added to inventory is
a. Absorption (or full) costing.
b. Direct costing.
c. Job-order costing.
d. Process costing.
32. The type of spoilage which should not affect the recorded cost of in
ventories is
a. Abnormal spoilage.
b. Normal spoilage.
c. Seasonal spoilage.
d. Standard spoilage.
33. A device for making interim reports better predictors of annual out
comes is
a. Responsibility reporting.
b. Seasonalized assignment of fixed costs.
c. Seasonal assignment of variable costs.
d. Consolidated reporting.
34. The product cost determined in a conventional standard cost accounting
system is a
a. Direct cost.
b. Fixed cost.
c. Joint cost.
d. Expected cost.
35. Of most relevance in deciding how or which costs should be assigned
to a responsibility center is the degree of
a. A voidability.
b. Causality.
c. Controllability.
d. Variability.
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36. Of most relevance in deciding how indirect costs should be assigned to
product is the degree of
a. Avoidability.
b. Causality.
c. Controllability.
d. Linearity.
37. The measure of employee attitude toward objectives which is most
relevant in participative budgeting is the level of
a. Absorption.
b. Appreciation.
c. Arbitrariness.
d. Aspiration.
38. Of
would be
a.
b.
c.
d.

little or no relevance in evaluating the performance of an activity
Flexible budgets for mixed costs.
Fixed budgets for mixed costs.
The difference between planned and actual results.
The planning and control of future activities.

39. Measuring the net income of an enterprise segment
a. Avoids arbitrary cost allocations.
b. Involves consideration of more than the controllable and traceable
items.
c. Is identical to measuring its activity (traceable items only).
d. Is identical to measuring the performance of its manager.
40. The most useful information derived from a breakeven chart is the
a. Amount of sales revenue needed to cover enterprise fixed costs.
b. Amount of sales revenue needed to cover enterprise variable costs.
c. Relationship between revenues and costs at various levels of activity.
d. Volume or output level at which the enterprise breaks even.

Number 3 (Estimated time— 25 to 30 m inutes)
On January 1, 1971 Guadagno Corporation issued for $1,106,775 its 20year, 8% bonds which have a maturity value of $1,000,000 and pay interest
semiannually on January 1 and July 1. Bond issue costs were not material in
amount. The following are three presentations of the long-term liability section of
the balance sheet that might be used for these bonds at the issue date:

A ccounting T heory
1.

321

Bonds payable (maturing January 1, 1991) ............ $1,000,000
Unamortized premium on bonds p a y a b le .................
106,775
Total bond liability .............................................. $1,106,775

2. Bonds payable— principal (face value $1,000,000,
maturing January 1, 1991) ..................................... $ 252,572*
Bonds payable—interest (semiannual payment $40,
000) ............................................................................
854,203**
Total bond liability .............................................. $1,106,775
3. Bonds payable— principal (maturing January 1, 1991) $1,000,000
Bonds payable— interest ($40,000 per period for 40
periods)
1,600,000
Total bond liability ............................................. $2,600,000
*The present value of $1,000,000 due at the end of 40 (six-month) periods
at the yield rate of 3 ½ % per period.
**The present value of $40,000 per period for 40 (six-month) periods at the
yield rate of 3½ % per period.
Required:
a. Discuss the conceptual merit(s) of each of the date-of-issue balance sheet
presentations shown above for these bonds.
b. Explain why investors would pay $1,106,775 for bonds which have a
maturity value of only $1,000,000.
c. Assuming that a discount rate is needed to compute the carrying value
of the obligations arising from a bond issue at any date during the life of the
bonds, discuss the conceptual merit(s) of using for this purpose:
1. The coupon or nominal rate.
2. The effective or yield rate at date of issue.
d. If the obligations arising from these bonds are to be carried at their
present value computed by means of the current market rate of interest, how
would the bond valuation at dates subsequent to the date of issue be affected by
an increase or a decrease in the market rate of interest?

Number 4 (Estimated time—25 to 30 minutes)
The following four statements have been taken directly or with some modifi
cation from the accounting literature. All of them either are taken out of context,
involve circular reasoning and/or contain one or more fallacies, half-truths, erro
neous comments, conclusions or inconsistencies (internally or with generally ac
cepted principles or practices).
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Statement 1

Accounting is a service activity. Its function is to provide quantitative finan
cial information which is intended to be useful in making economic decisions about
and for economic entities. Thus the accounting function might be viewed primarily
as being a tool or device for providing quantitative financial information to man
agement to facilitate decision making.
Statement 2
Financial statements that were developed in accordance with generally ac
cepted accounting principles, which apply the conservatism convention, can be
free from bias (or can give a presentation that is fair with respect to continuing
and prospective stockholders as well as to retiring stockholders).
Statement 3
When a company changes from the Lifo to the Fifo method of determining
the cost of ending inventories and this change results in a $1 million increase both
in income after taxes and in income taxes for the year of change, the increase
would stem from the elimination of Lifo reserves established in prior years.
Statement 4
If the value of an enterprise were to be determined by the method which
computes the sum of the present values of the marginal (or incremental) expected
net receipts of individual tangible and intangible assets, the resulting valuation
would tend to be less than if the value of the entire enterprise had been deter
mined in another way, such as by computing the present value of total expected
net receipts for the entire enterprise (i.e., the resulting valuation of parts would
sum to an amount that was less than that for the whole). This would be true
even if the same pattern of interest or discount rates was used for both valuations.
Required:
Evaluate each of the above numbered statements on a separate appropriately
numbered answer sheet (or sheets) as follows:
a. List the fallacies, half-truths, circular reasoning, erroneous comments or
conclusions and/or inconsistencies; and
b. Explain by what authority and/or on what basis each item listed in
“a” above can be considered to be fallacious, circular, inconsistent, a half-truth
or an erroneous comment or conclusion. If the statement or a portion of it is
merely out of context, indicate the context(s) in which the statement would be
correct.
Number 5 (Estimated time— 25 to 30 m inutes)
Accounting practitioners, accounting authors and the courts have proposed
various solutions to the problems of accounting in terms of historical cost for
goodwill and similar intangibles.
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Required:
a. In comparing the problems of accounting for goodwill and similar intan
gible assets to those for other plant assets:
1. What problems are similar? Explain.
2. What problems are different? Explain.
b. 1. What are the possible accounting treatments subsequent to the date
of acquisition for the cost of goodwill and similar intangible assets? Explain.
2. Which of these treatments are preferable? Explain.
Number 6 (Estimated time— 25 to 30 m inutes)
One of your corporate clients operates a full-line department store which is
dominant in its market area, is easily accessible to public and private transporta
tion, has adequate parking facilities and is near a large permanent military base.
The president of the company seeks your advice on a recently received proposal.
A local bank in which your client has an account recently affiliated with a
popular national credit card plan and has extended an invitation to your client to
participate in the plan. Under the plan affiliated banks mail credit-card applica
tions to persons in the community who have good credit ratings regardless of
whether they are bank customers. If the recipient wishes to receive a credit card,
he completes, signs and returns the application and installment credit agreement.
Holders of cards thus activated may charge merchandise or services at any par
ticipating establishment throughout the nation.
The bank guarantees payment to all participating merchants on all presented
invoices which have been properly completed, signed and validated with the im
pression of credit cards that have not expired or been reported stolen or otherwise
canceled. Local merchants including your client may turn in all card-validated
sales tickets or invoices to their affiliated local bank at any time and receive im
mediate credits to their checking accounts of 96.5% of the face value of the
invoices. If card users pay the bank in full within 30 days for amounts billed, the
bank levies no added charges against them. If they elect to make their payments
under a deferred payment plan, the bank adds a service charge which amounts to
an effective interest rate of 18% per annum on unpaid balances. Only the local
affiliated banks and the franchiser of the credit card plan share in these revenues.
The 18% service charge approximates what your client has been billing cus
tomers who pay their accounts over an extended period on a schedule similar to
that offered under the credit card plans. Participation in the plan does not prevent
your client from continuing to carry on its credit business as in the past.
Required:
a. What are (1) the positive and (2) the negative financial— and accounting
—related factors that your client should consider in deciding whether to partici
pate in the described credit card plan? Explain.
b. If your client does participate in the plan, which income statement and
balance sheet accounts may change materially as the plan becomes fully operative?
(Such factors as market position, sales mix, prices, markup, etc., are expected to
remain about the same as in the past.) Explain.
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Number 7 (Estimated time— 25 to 30 minutes)
Although the general requirements of the Internal Revenue Code indicate
that a taxpayer is to use the same accounting method for computing taxable income
that he uses in keeping his books, there are significant differences both in concept
and principle between accounting for federal income taxes and for financial
reporting.
R e q u ir e d :

a. Compare and contrast the doctrine of constructive receipt of income tax
accounting with the concept(s) of revenue recognition for financial reporting
purposes.
b. Through the application of income tax allocation, financial accounting
seeks to reconcile the differences between tax accounting and financial accounting.
What are the underlying reasons for:
1. Interperiod income tax allocation? Explain.
2. Intraperiod income tax allocation? Explain.
c. Compare and contrast the accounting treatment of an involuntary con
version (1) in the determination of taxable income and (2) in the determination
of income for financial reporting.
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EXAM INATION IN ACCOUNTING PRACTICE— P A R T I
N ovem ber 3 , 1 9 7 1 ; 1 :3 0 to 6 : 0 0 p .m .
GROUP I
A ll p ro b lem s are req u ired .
N u m b er 1 (E stim a ted tim e— 4 0 to 5 0 m in u te s)
In stru ction s

Select the best answer for each of the following items which relate to a variety
of financial accounting problems. Use a separate answer sheet to indicate your
answer. Choose only one answer for each item. Your grade will be determined
from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
95. Gross billings for merchandise sold by Baker Company to its customers
last year amounted to $5,260,000; sales returns and allowances were $160,000.
Net sales last year for Baker Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $5,000,000.
e. None of the above.
Answer Sheet
95.

c.
Item s to b e A nsw ered

1. During 1970 Larry Company, which uses the allowance method of
accounting for uncollectible accounts, had charges to Doubtful Accounts Expense
of $80,000 and wrote off as uncollectible accounts receivable of $55,000. These
transactions decreased working capital by
a. $80,000.
b. $55,000.
c. $25,000.
d. $0.
e. None of the above.
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2. Lay Corporation, which has a calendar year accounting period, pur
chased a new machine for $10,000 on April 1, 1965. At that time Lay expected
to use the machine for nine years and then sell it for $1,000. The machine was
sold for $6,000 on September 30, 1970. Assuming straight-line depreciation, no
depreciation in the year of acquisition, and a full year of depreciation in the year
of retirement, the gain to be recognized at the time of sale would be
a. $1,000.
b. $500.
c. $445.
d. $0.
e. None of the above.
3. An old machine with a book value of $8,000 was traded in on a new
machine. The new machine, which had a list price of $90,000, was purchased
for $68,000 cash plus the old machine even though the old machine had a market
value of $18,000 at the time that it was traded in. If the theoretically preferable
method of accounting for trade-ins is used, the cost of the new machine would be
a. $90,000.
b. $86,000.
c. $76,000.
d. $68,000.
e. None of the above.
4. Assume the same facts as in item 3. If the income tax method of ac
counting for trade-ins is used, the purchaser would record a
a. $16,000 gain.
b. $4,000 gain.
c. No gain or loss.
d. $10,000 loss.
e. None of the above.
5. The Vandiver Corporation provides an incentive compensation plan
under which its president receives a bonus equal to 10% of the Corporation’s
income in excess of $100,000 before income tax but after the bonus. If income
before income tax and bonus is $320,000 and the effective tax rate is 40% , the
amount of the bonus would be
a. $32,000.
b. $30,000.
c. $22,000.
d. $20,000.
e. None of the above.
6. Donna Corporation had 900,000 common shares outstanding on January
1, issued 600,000 shares on May 1 and had income applicable to common stock
of $2,600,000 for the year ending December 31, 1970. Earnings per share of
common stock for 1970 would be
a. $2.89.
b. $2.00.
c. $1.80.
d. $1.73.
e. None of the above.
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7. On July 1, 1971, an interest payment date, $10,000 of Cap Company
bonds were converted into 200 shares of Cap Company common stock each having
a par value of $40 and a market value of $55. There is $400 unamortized discount
on the bonds. Under the method using book value Cap would record
a. A $1,400 gain.
b. A $1,000 gain.
c. No gain or loss.
d. A $1,600 loss.
e. None of the above.
8. The directors of Roof Corporation, whose $80 par value common stock
is currently selling at $100 per share, have decided to issue a stock dividend. Roof
has an authorization for 400,000 shares of common, has issued 220,000 shares
of which 20,000 shares are now held as treasury stock, and desires to capitalize
$1,600,000 of the Retained Earnings account balance. To accomplish this, the
directors should declare a stock dividend of
a. 10%.
b. 5% .
c. 4% .
d. 2% .
e. None of the above.
9. The total of the partners’ capital accounts was $105,000 before recog
nition of partnership goodwill in preparation for the withdrawal of a partner whose
profit and loss sharing ratio is 1/5. He was paid $37,000 by the firm in final
settlement for his interest. The remaining partners’ capital accounts excluding their
share of the goodwill totaled $80,000 after his withdrawal. The total agreed upon
goodwill of the firm was
a. $125,000.
b. $80,000.
c. $70,000.
d. $60,000.
e. None of the above.
10. On June 30, 1971, when the Perry Company’s stock was selling at
$40 per share, its capital accounts were as follows:
Capital stock (par value $25; 50,000
shares issued) ...............................................................
Premium on capital stock ..................................................
Retained earn in g s...................................................................

$1,250,000
600,000
3,550,000

If a 100% stock dividend were declared and the par value per share
remained at $25, capital stock would be
a. $3,250,000.
b. $2,500,000.
c. $1,250,000.
d. $625,000.
e. None of the above.
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On January 1, 1965 Steven Company issued the following 6% serial

Maturity Date

Face
Amount

July
July
July
July

$10,000
10,000
10,000
10,000

1, 1970
1, 1971
1, 1972
1, 1973

The bonds were issued at a premium which was correctly calculated at $2
per $1,000 bond per year. During 1969 the bond transactions decreased net work
ing capital by
a. $12,480.
b. $12,100.
c. $2,400.
d. $2,320.
e. None of the above.
12. Assume the same facts as in item 11. The interest expense for calen
dar year 1970 would be
a. $2,180.
b. $2,170.
c. $2,100.
d. $2,030.
e. None of the above.
13. Four separate carriers have written fire insurance policies totaling
$160,000 on a single property valued at $200,000. The fraction of a partial loss
of $40,000 that will be collectible from a carrier whose $60,000 policy contains
a 90% coinsurance clause would be
a. 9/10.
b. 4/5.
c. 2/3.
d. 1/5.
e. None of the above.
14. On June 1, 1971 Miles Company purchased 100 shares of Zeno Cor
poration stock at $45 per share. Brokerage fees amounted to $26. A $3 dividend
on Zeno stock had been declared on May 25, 1971 to be paid on June 18, 1971
to holders of record on June 8, 1971. On June 30, 1971 the balance in the Invest
ment in Zeno Corporation account would be
a. $4,526.
b. $4,500.
c. $4,226.
d. $4,200.
e. None of the above.
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15.
Hillside Corporation has 80,000 shares of $50 par value common
stock authorized, issued and outstanding. All 80,000 shares were issued at $55
each. Retained earnings of the Company are $160,000. If 1,000 shares of Hillside
common were reacquired at $62 and the retirement (par value) method of
accounting for treasury stock were used, capital stock would decrease by
a. $62,000.
b. $55,000.
c. $50,000.
d. $0.
e. None of the above.
Number 2 (Estimated time— 50 to 60 minutes)
Instructions
All of the following parts pertain to federal income taxation problems of the
Mercury Corporation (1) which adopts for its assets the depreciation method that
gives the largest first-year deduction and (2) which wishes to use every election
available to reduce taxable income on the accrual basis in accordance with the
current Internal Revenue Code and Tax Regulations.
Parts to be Answered
Part a. On January 2, 1970 the Mercury Corporation purchased a used factory
building for $3,000,000, a new factory building for $6,000,000 and new machinery
for $398,000. No other building or machinery expenditures were made by Mercury
in 1970. It is estimated that the used building will have a useful life of 30 years
and no salvage value, that the new building will have a useful life of 40 years and
no salvage value and that the machinery will have a useful life of ten years and a
salvage value of $18,000.
Required:
Prepare a schedule showing the computation of Mercury’s 1970 depreciation
expense deduction for the buildings and new machinery.
Part b. On January 2, 1967 Mercury Corporation purchased a new factory
building for $1,000,000 and chose the double-declining-balance method of depreci
ation with an estimated life of 40 years and no salvage value. On December 31,
1970 Mercury sold this building and realized a gain of $92,000.
Required:
Prepare a schedule showing the computation of the effect(s) of this transac
tion upon Mercury’s 1970 taxable income.
Part c. Mercury Corporation uses the allowance method of accounting for
uncollectible accounts. Accounts receivable at December 31, 1970 were $1,200,
000. Experience indicates that 2% of end-of-the-period receivables ultimately
become uncollectible. The allowance on January 1, 1970 was $16,000 and ac
counts receivable of $13,500 became worthless and were written off during 1970.

330

E xamination Q uestions—N ovember , 1971

Required:
Prepare a schedule showing the computation for 1970 of the bad debts
expense deduction and the amount to be added to the Allowance for Uncollectible
Accounts at December 31, 1970.
Part d. Mercury Corporation incurred organization expenses of $90,000 in
1964 and began doing business on July 1, 1965. In June 1970 the township where
Mercury is located contributed to the Corporation land having a fair market value
of $100,000 in appreciation for Mercury’s involvement with environmental control
projects. On August 31, 1970 Mercury sold one-half of this land for $45,000 and
leased the remainder to the Ajax Parking Lot Company for $12,000 annually,
payable in advance. Mercury believed that its stockholders should benefit directly
from this rental fee and issued checks on a pro rata basis to its stockholders for
the entire amount.
Required:
Prepare a schedule showing the computation of the effect(s) of these trans
actions upon Mercury’s 1970 taxable income.
Part e. On January 1, 1969 Mercury Corporation paid $800,000 for a com
puter-based information system. This was the only equipment expenditure made
by Mercury in 1969. Of the $800,000, $625,000 was the invoice price of the
computer; $160,000 was the separately stated costs of computer software and
$15,000 was for fees paid to an accounting firm to establish a control system
over the utilization of the computer-based information system. Mercury estimates
that $75,000 of the computer billed price of $625,000 was for included costs
of computer software. It is estimated that the system will have a maximum useful
life of eight years and no salvage value, but that the software has a life that cannot
be determined and will have no salvage value when it becomes obsolete.
Required:
Prepare a schedule showing the effect on income of computer-based informa
tion system costs for 1969 and 1970.
Number 3 (Estimated time--- 40 to 50 minutes)
Ballinger Paper Products manufactures a high quality paper box. The box
department applies two separate operations— cutting and folding. The paper is
first cut and trimmed to the dimensions of a box form by one machine group. One
square foot of paper is equivalent to four box forms. The trimmings from this
process have no scrap value. Box forms are then creased and folded (i.e., com
pleted) by a second machine group. Any partially processed boxes in the depart
ment are cut box forms that are ready for creasing and folding. These partly
processed boxes are considered 50% complete as to labor and overhead. The
materials department maintains an inventory of paper in sufficient quantities to
permit continuous processing, and transfers to the box department are made as
needed. Immediately after folding, all good boxes are transferred to the finished
goods department.
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During June 1971 the materials department purchased 1,210,000 square
feet of unprocessed paper for $244,000. Conversion costs for the month were
$226,000. A quantity equal to 30,000 boxes was spoiled during paper cutting
and 70,000 boxes were spoiled during folding. All spoilage has a zero salvage
value, is considered normal and cannot be reprocessed. All spoilage loss is allocated
between the completed units and partially processed boxes. Ballinger applies the
weighted average cost method to all inventories. Inventory data for June are given
below.
June 1, 1971

Physical
Unit

June 30,
1971
Units on
Hand

Units
on
Hand

Cost

square feet

200,000

390,000

$76,000

Box Department:
boxes cut,
not
folded ..............................

number

300,000

800,000

55,000*

Finished Goods Department:
completed
boxes on
hand ..................................

number

50,000

250,000

18,000

Inventory
Materials Department:
paper

*Materials

..............................

Conversion cost

$35,000
20,000
$55,000

R e q u ir e d :

Prepare the following for the month of June 1971:
a. A report of cost of paper used for the Materials Department.
b. A schedule showing the physical flow of units (including beginning and
ending inventories) in the Materials Department, in the Box Department and in
the Finished Goods Department.
c. A schedule showing the computation of equivalent units produced for
materials and conversion costs in the Box Department.
d. A schedule showing the computation of unit costs for the Box Depart
ment.
e. A report of inventory valuation and cost of completed units for the Box
Department.
f. A schedule showing the computation of unit costs for the Finished Goods
Department.
g. A report of inventory valuation and cost of units sold for the Finished
Goods Department.
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Number 4 (Estimated time— 40 to 50 minutes)
You have been engaged to examine the financial statements of Helen Cor
poration for the year 1970. The bookkeeper who maintains the financial records
has prepared all of the unaudited financial statements for the Corporation since
its organization on January 2, 1968. You discover numerous errors that have
been made in these statements. The client has asked you to compute the correct
income for the three years 1968 through 1970 and to prepare a corrected balance
sheet as of December 31, 1970.
In the course of your examination you discover the following:
1. The Corporation includes sales taxes collected from customers in the
Sales account. When sales tax collections for a month are remitted to the taxing
authority on the 15th of the following month, the Sales Tax Expense account is
charged. All sales are subject to a 3% sales tax. Total sales plus sales taxes for
1968 through 1970 were $495,430, $762,200 and $924,940, respectively. The
totals of the Sales Tax Expense account for the three years were $12,300, $21,780
and $26,640.
2. Furniture and fixtures were purchased on January 2, 1968 for $12,000
but no portion of the cost has been charged to depreciation. The Corporation
wishes to use the straight-line method for these assets which have been estimated
to have a life of ten years and no salvage value.
3. In January 1968 installation costs of $5,700 on new machinery were
charged to Repairs Expense. Other costs of this machinery of $30,000 were cor
rectly recorded and have been depreciated using the straight-line method with an
estimated life of ten years and no salvage value. Current estimates are that the
machinery has a life of 20 years, a salvage value of $4,200 and that the sum-of-theyears-digits depreciation method would be most appropriate.
4. An account payable of $8,000 for merchandise purchased on December
23, 1968 was recorded in January 1969. This merchandise was not included in
inventory at December 31, 1968.
5. Merchandise having a cost of $6,550 was stored in a separate warehouse
and was not included in the December 31, 1969 inventory, and merchandise
having a cost of $2,180 was included twice in the December 31, 1970 inventory.
The Corporation uses a periodic inventory method.
6. The year-end salary accrual of $1,925 on December 31, 1970 has
not been recorded.
7. A check for $1,895 from a customer to apply to his account was
received on December 30, 1968 but was not recorded until January 2, 1969.
8. Quarterly dividends of $2,500 have been declared near the end of
each calendar quarter since the Corporation was organized. The bookkeeper has
consistently followed the practice of recording all dividends at the date of pay
ment which is the 15th of the month following the month of declaration.
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9. At December 31, 1968 sales catalogues advertising a special January
1969 white sale were on hand but their cost of $1,360 was included in Adver
tising Expense for 1968.
10.

At December 31, 1970 there was an unexplained cash shortage of $48.

11. When the 500 shares of outstanding stock having a par value of $100
were initially issued on January 2, 1968, the $55,000 cash received for them was
credited to the Common Stock account.
12. The Corporation has used the direct writeoff method of accounting for
bad debts. Accounts written off during each of the three years amount to $1,745,
$2,200 and $5,625, respectively. The Corporation has decided that the allowance
method would be more appropriate. The estimated balances for the Allowance
for Doubtful Accounts at the end of each of the three years are: $6,100, $8,350
and $9,150.
13. On January 2, 1969, $100,000 of 6% 20-year bonds were issued for
$98,000. The $2,000 discount was charged to Interest Expense. The bookkeeper
records interest only on the interest payment dates of January 2 and July 1.
14. A pension plan adopted on January 2, 1970 includes a provision
for a pension fund to be administered by a trustee. The employees who joined the
Corporation in 1968 and 1969 were given credit for their past service. A payment
of $25,000 for the full amount of these past service costs was paid into the fund
immediately. A second payment of $15,000 was made into the fund near the end
of 1970. However, actuarial computations indicate that pension costs attributable
to 1970 employee services are $16,600. The only entries applicable to the pension
fund made during 1970 were debits to Pension Expense and credits to Cash.
The Corporation wishes to make the maximum annual provision for pension cost
in accordance with generally accepted accounting principles.
15. Property tax assessments of $15,600, $16,080 and $15,900 were
made on January 1 of 1968, 1969 and 1970, respectively. The assessments are
billed each year following the assessment on July 1, the beginning of the fiscal
year of the taxing authority, and taxes are payable in two equal installments on
September 10 and December 10. The bookkeeper has always charged Property
Tax Expense on the dates the cash payments are made. The Corporation wishes
to charge the tax expense against revenue during the fiscal year of the taxing
authority.
R e q u ir e d :

a. Prepare a working paper showing the computation of the effects of the
errors upon income for 1968, 1969 and 1970 and upon the balance sheet as of
December 31, 1970. The worksheet analysis should be presented in the same
order as the facts are given with corresponding numbers, 1 through 15. (Formal
journal entries or financial statements are not required.) Use the columnar head
ings on page 334 for your working paper.
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Income
1968

Explanation

Income
1969

Income
1970

Balance Sheet Corrections
at December 31, 1970
Amount

Debit Credit Debit Credit Debit Credit Debit Credit

Account

b.
Prepare a schedule showing the computation of the income tax expense
and liability for each of the years 1968, 1969 and 1970. Assume that the net
income computed after all adjustments and corrections in part “a” was $180,000
for 1968, $212,000 for 1969 and $252,000 for 1970 and that the income tax rate
was 40% in each of the three years. Without prejudice to your answer in part
“a” assume that depreciation expense and rent and interest revenue have been
included in accounting income and taxable income for 1968 through 1970 as
follows:
Accounting
Income

Taxable
Income

Depreciation expense:
1968 ..........................................................................
1969 ..........................................................................
1970 ..........................................................................

$50,000
54,000
58,000

$70,000
71,000
68,000

Rent revenue:
1968 ........................................................................
1969 ..........................................................................

9,000
9,000

9,750
8,250

Interest revenue (on municipal bonds):
1968 ..........................................................................
1969 ..........................................................................
1970 ..........................................................................

3,000
3,000
3,000

—
—
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G R O U P II

(Estimated time— 50 to 60 m inutes)
Solve only one of the two problems in this group. If both are solved,
only the first will be considered.
Number 5
Instructions
Select the best answer for each of the following items which relate to appli
cations of quantitative methods to accounting. Use a separate answer sheet to
indicate your answer. Choose only one answer for each item. Your grade will
be determined from your total of correct answers.
See Group I, Problem Number 1 for an illustration of the manner in which
the answer sheet should be marked.
Items to be Answered
16. In a linear programming maximization problem for business problem
solving, the coefficients of the objective function usually are
a. Marginal contributions per unit.
b. Variable costs.
c. Profit based upon allocations of overhead and all indirect costs.
d. Usage rates for scarce resources.
e. None of the above.
17.

The constraints in a linear programming problem usually model
a. Profits.
b. Restrictions.
c. Dependent variables.
d. Goals.
e. None of the above.

18. If there are four activity variables and two constraints in a linear pro
gramming problem, the most products that would be included in the optimal
solution would be
a. 6.
b. 4.
c. 2.
d. 0.
e. None of the above.
19. Linear programming is used most commonly to determine
a. That mix of variables which will result in the largest quantity.
b. The best use of scarce resources.
c. The most advantageous prices.
d. The fastest timing.
e. None of the above.
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20. Assume the following data for the two products produced by Wagner
Company:
Raw material requirements (units)
X
Y
Contribution margin per unit

Product A

Product B

3
7
$10

4
2
$4

If 300 units of raw material X and 400 units of raw material Y are available,
the set of relationships appropriate for maximization of revenue using linear
programming would be
a.
b.
c.
d.
e.

3A
7A
10A
3A
4A
10A
3A
4A
10A
3A
7A
10A
None

+
+
+
+
+
+
+
+
+
+
+
+
of

4B ≥ 300
2B ≥ 400
4B
MAX
7B ≥ 300
2B ≥ 400
4B
MAX
7B ≤ 300
2B ≤ 400
4B
MAX
4B ≤ 300
2B ≤ 400
4B
MAX
the above.

21. A final tableau for a linear programming profit maximization problem
is shown below:
X,

x2

x3

S1

S2

1

0

4

3

—7

50

0

1

—2

—6

2

60

0

0

5

1

9

1,200

If X 1, X 2 and X 3 represent products, S1 refers to square feet (in thousands) of
warehouse capacity and S2 refers to labor hours (in hundreds); the number of
X 1 that should be produced to maximize profit would be
a.
b.
c.
d.
e.

60.
50.
1.
0.
None of the above.
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22. Assuming the same facts as in item 21, the contribution to profit of an
additional 100 hours of labor would be
a. 9.
b. 2.
c. 1.
d. — 7.
e. None of the above.
23. Assuming the same facts as in item 21, an additional 1,000 square feet
of warehouse space would
a. Increase X 1 by 3 units and decrease X2 by 6 units.
b. Decrease X 2 by 6 units and increase X 1 by 2 units.
c. Decrease X 1 by 7 units and increase X2 by 2 units.
d. Increase X 1 by 3 units and decrease X 2 by 7 units.
e. Do none of the above.
24. The following is the final tableau of a linear programming profit
maximization problem:

X1

x2

X1

1

0

—5

3

125

X2

0

1

1

—1

70

0

0

5

7

500

s2

S1

The marginal contribution to profit of 5 for each added resource unit S1 can
be maintained if the added resource units do not exceed
a. 125.
b. 100.
c. 70.
d. 25.
e. None of the above.
25. Assume the following per unit raw material and labor requirements for
the production of products A and B.
Pounds of lead
Hours of labor

Product A

Product B

5
3

7
4

Assuming that 13,400 pounds of lead and 7,800 hours of labor are available,
the production of products A and B required to use all of the available lead and
labor hours is shown in the following final Gaussian tableau.
1

0

—4

7

1,000

0

1

3

—5

1,200
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If the available amounts were increased to 15,000 pounds of lead and 8,800
hours of labor, the matrix operation to perform to determine the production
schedule which would fully utilize these resources is
a.

5
3

b.

15,000
8,800

c.

—4
3

7
—5

1,000
1,200

d.

—4
3

7
—5

15,000
8,800

e.

7
4

15,000
8,800
-4
3

7
—5

None of the above.

26. The following schedule provides data for product A, which is processed
through processes 1 and 2, and product B, which is processed through process 1
only:

Raw material cost per gallon .................
Process 1 (500 gallon input capacity
per h o u r):
Processing cost per h o u r ...................
Loss in processing ............................
Process 2 (300 gallon input capacity
per h o u r):
Processing cost per h o u r .................
Loss in processing ............................
Selling price per g a llo n ..............................

Product A

Product B

$ 4

$ 9

$60
30%

$60
20%

$50
10%
$20

$40

If the objective is to maximize profit per eight-hour day, the objective func
tion of a profit-maximizing linear programming problem would be
a.
b.
c.

d.

e.

20A + 40B — 4A — 4B.
20A + 40B — 4A — 4B — 60(A + B) — 50A.
20(.63A) + 40(.80B) — 4(.63A) — 9(.8B)
,7A
A + B
— 60
— 50
300
500
20(.63A) + 40(.80B) — 4A — 9B
.7A
— 50
— 60 A + B
500
500
300
None of the above.
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27. Assuming the same facts as in item 26, a constraint of the problem
would be
a. .63A ≤ 2,400.
b. .8A ≤ 2,400.
c. .7A+ .8B ≤ 4,000.
d. .9A ≤ 4,000.
e. None of the above.
28. The following graph shows engineering estimates of costs of various
volumes:
y
Total
Cost

Number of Units Produced
In developing the firm’s cost function, the point at x = 0 would be
a. An estimate of variable cost.
b. An estimate of fixed cost.
c. The total cost of the first unit.
d. The slope of the curve.
e. None of the above.
29. Dancy, Inc. is going to begin producing a new chemical cleaner. It
will be produced by combining alcohol, peroxide and enzyme. Each quart of the
new cleaner will require ½ quart of alcohol, one quart of peroxide and ⅓ quart
of enzyme. The costs per quart are 400 for alcohol, 600 for peroxide and 200 for
enzyme. The matrix operation to determine the cost of producing one quart of
cleaner is
.40
a. ( ½ , 1, ⅓ ) .60
.2 0
½
.40
b.
.60
1
⅓
.20
c. ( ½ , 1, ⅓ ) (.40, .60, .20)
.40
( ½ , 1, ⅓ )
d.
60
.20
e. None of the above.
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30. A linear programming model is being used to determine for two prod
ucts having different profitabilities per unit the quantities of each to produce to
maximize profit over a one-year period. One component of cost is raw materials.
If both products use the same amount of the same raw material,
a. This cost may be ignored because it is the same for each product.
b. This cost must be ignored because it is the same for each product.
c. This cost must be included in the objective function since it varies
with the independent variables in the model.
d. More information about the products and the other components
of the objective function is needed to determine whether to include
this cost.
e. None of the above.
31. The
a.
b.
c.
d.
e.
32.

integral of a marginal cost function is a function for
Average cost.
Marginal cost.
Total cost.
Fixed cost.
None of the above.

The following graphs represent profit relationships:
Graph A
Graph B
P r o fit

P r o fit

Number of Units

Number of Units

The graph(s) showing the profit relationships that can be included in one
linear programming tableau by using two variables is (are)
a. A.
b. B.
c. Both A and B.
d. Neither A nor B.
e. Not determinable from graphs.
33. A second derivative that is positive and large at a critical point indicates
a. An important maximum.
b. An unimportant maximum.
c. An important minimum.
d. An unimportant minimum.
e. None of the above.
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Number 6
Your examination of the accounts of your new client, the City of Delmas,
as of June 30, 1971 revealed the following:
1. On December 31, 1970 the City paid $115,000 out of General Fund
revenues for a central garage to service its vehicles, with $67,500 being applicable
to the building which has an estimated life of 25 years, $14,500 to land and
$33,000 to machinery and equipment which has an estimated life of 15 years.
A $12,200 cash contribution was received by the garage from the General Fund
on the same date.
2. The garage maintains no records, but a review of deposit slips and
canceled checks revealed the following:
Collections for services to City departments financed
from the General F u n d ................................
$30,000
Office salaries .............................................................
6,000
U tilitie s........................................................................
700
Mechanics’ wages ...........................................
11,000
Materials and su p p lie s...................................
9,000
3. The garage had uncollected billings of $2,000, accounts payable for
materials and supplies of $500 and an inventory of materials and supplies of
$1,500 at June 30, 1971.
4. On June 30, 1971 the City issued $200,000 in special assessment bonds
at par to finance a street improvement project estimated to cost $225,000. The
project is to be paid by a $15,000 levy against the City (payable in fiscal year
1971-72) and $210,000 against property owners (payable in five equal annual
installments beginning October 1, 1971). The levy was made on June 30. A
$215,000 contract was let for the project on July 2, 1971, but work has not begun.
5. On July 1, 1969 the City issued $400,000 in 30-year, 6% general
obligation term bonds of the same date at par to finance the construction of a
public health center. Construction was completed and the contractors fully paid a
total of $397,500 in fiscal year 1970-71.
6. For the health center bonds the City sets aside General Fund revenues
sufficient to cover interest (payable semiannually on July 1 and January 1 of
each year) and $5,060 to provide for the retirement of bond principal, the latter
transfer being made at the end of each fiscal year and invested at the beginning
of the next. Your investigation reveals that such investments earned $304 during
fiscal year 1970-71, the exact amount budgeted. This $304 was received in cash
and will be invested at the beginning of the next year.
Required:
The above information disclosed by your examination was recorded only in
the General Fund. Prepare the formal entries as of June 30, 1971 to adjust the
funds other than the General Fund. Entries should be classified into clearly labeled
groups for each fund, and fund titles should be selected from the following list:
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Special revenue fund
Capital projects fund (bond fund)
Debt service fund (sinking fund)
Trust fund (endowment fund)
Agency fund
Intragovernmental service fund (working capital fund)
Special assessment fund
Enterprise fund (utility fund)
General fixed assets group of accounts (general fixed assets)
General long-term debt group of accounts (general bonded debt and interest)

EXAMINATION IN ACCOUNTING PRACTICE— PART II
November 4, 1971; 1 :30 to 6:00 p.m.

Number 1 (Estimated time— 50 to 60 minutes)
In stru ction s

Select the best answer for each of the following items which relate to the
federal income taxation of individuals. Use a separate answer sheet to indicate
your answer. The answers should be selected in accordance with the current Inter
nal Revenue Code and Tax Regulations. Choose only one answer for each item.
Your grade will be determined from your total correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
97. John Doe is 25 years old, unmarried, has good eyesight and did not
contribute to the support of any other person in 1970. He is entitled to a deduc
tion for personal exemption of
a. $1,800.
b. $1,200.
c. $625.
d. $0,
e. None of the above.
Answer Sheet
97. c.
343
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E xamination Q uestions— November , 1971
Items to be Answered

1. Mrs. Parker, age 59, transferred securities to her son in exchange for
his promise to pay her $600 per month ($7,200 per year) for life. The securities
had an adjusted basis to Mrs. Parker of $30,000 and a market value at the date
of transfer of $54,000. If Mrs. Parker had a life expectancy of 20 years at the date
of transfer, the amount that she may exclude from income during each of the
next 20 years of her life would be
a. $4,000.
b. $2,700.
c. $1,800.
d. $1,500.
e. None of the above.
2. Assume the same facts as in item 1 with the added information that the
present value of the annuity is $84,200; the amount to be reported as a capital
gain in each of the next 20 years of Mrs. Parker’s life would be
a. $5,720.
b. $4,500.
c. $4,210.
d. $2,710.
e. None of the above.
3. Assume the same facts as in items 1 and 2. If Mrs. Parker continues in
good health and is still receiving payments from her son at age 82, the tax effects
of the payments received in her 82nd year would be
a. Ordinary income of $3,200; capital gain of $4,000.
b. Ordinary income of $2,700; capital gain of $4,500.
c. Ordinary income of $0; capital gain of $7,200.
d. Ordinary income of $0; capital gain of $0.
e. None of the above.
4.

Mr. Long had the following security transactions during 1970:
Number of Shares and Security
Purchases

Date
January 2
January 24
January 31
February 1

100 —
200 —
50 —
300 —

April
20
March
2
August 18
October 20

50 — Xtra Corp..............................
200 — Dowager Corp....................... ...............
50 — Zeb Corp...............................
300 — Faith Corp............................. ...............

Xtra Corp.
Dowager Corp...................... ...............
Zeb Corp............................... .............
Faith Corp.............................

Total
$21,000
4,000
6,000
2,500

Sales
13,400
1,000
1,900
4,200
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Assuming that Mr. Long’s taxable income for 1970 was $10,000, he will have
a long-term capital loss carryover to 1971 of
a. $1,500.
b. $750.
c. $600.
d. $300.
e. None of the above.
5. The Tax Reform Act of 1969 imposes a 10% tax (in addition to other
taxes) on certain tax preference items. An item that is not considered to be a
tax preference item for 1970 is
a. Operating loss carryover.
b. Capital gain.
c. Depletion.
d. Excess investment interest.
e. None of the above.
6. Mr. Jamison, who is self-employed, purchased items of depreciable
property during 1970. An item that would not qualify for the additional firstyear 20% depreciation bonus is
a. A new building with a 50-year life.
b. New office furniture with a 20-year life.
c. A new car with an 8-year life.
d. A used car with a 6-year life.
e. None of the above.
7. For 1970 Miss Cheryle had taxable income of $180,000 consisting of
$110,000 in salary as president of Lucky Corporation and $70,000 which was
50% of her net Section 1201 long-term capital gain. Assuming that her federal
income tax (before considering minimum tax) was $101,540 for 1970, the income
subject to the 10% minimum tax would be
a. $140,000.
b. $50,000.
c. $40,000.
d. $20,000.
e. None of the above.
8. Assume the same facts as in item 7 with the added information that
Miss Cheryle had excess investment interest of $80,000. The amount now subject
to the 10% minimum tax would be
a. $48,460.
b. $38,460.
c. $18,460.
d. $0.
e. None of the above.
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9. Mr. Jackson is single and worked for five months during 1970. He
earned gross wages of $3,005, had no exclusions from adjusted gross income
and is not able to itemize deductions. If the amount considered to be the taxfree poverty level is $1,725, Mr. Jackson’s taxable income for 1970 would be
a. $2,125.
b. $2,100.
c. $1,725.
d. $1,280.
e. None of the above.
10. During 1970 Mr. Dockey, age 63, and his wife, age 51, incurred and
paid the following medical expenses for which they received no reimbursement:
Hospitalizationinsurance premiums
Hospital
Doctors ............................................................................
Drugs and m edicines......................................................

$360
500
340
150

The Dockeys also paid $200 for prescription drugs for Mr. Dockey’s depend
ent brother, age 77. Assuming that the Dockeys’ adjusted gross income for 1970
was $15,000, the amount that they may claim as a medical deduction on a joint
return would be
a. $950.
b. $740.
c. $650.
d. $540.
e. None of the above.
11. On October 31, 1970 Miss Viola received $40,000 in a lump-sum dis
tribution from the Flower Company’s qualified profit-sharing plan. The plan is
on a calendar year basis. Miss Viola and her employer each contributed $4,800
to the plan prior to December 31, 1969 and $200 after December 31, 1969. The
tax effect of this distribution for calendar year 1970 would be
a. Ordinary income of $5,000; long-term capital gain of $30,000.
b. Ordinary income of $200; long-term capital gain of $35,000.
c. Ordinary income of $200; long-term capital gain of $34,800.
d. Ordinary income of $0; long-term capital gain of $35,000.
e. None of the above.
12. On January 1, 1970 Mr. Peter took occupancy of his new building and
began his practice as a CPA. On September 1, 1969 he signed a contract for the
building that cost $40,000 and had an estimated useful life of 40 years and no
salvage value. Mr. Peter wants to depreciate the building as rapidly as possible
and decides to use the accelerated depreciation method that will give him the
maximum allowable depreciation expense in the initial years of the building’s life.
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d.
e.
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year 1970 Mr. Peter’s maximum depreciation expense deduction
$3,900.
$2,000.
$1,951.
$1,500.
None of the above.

13. On February 3, 1969 Mr. Overton bought bonds for $10,000; on Feb
ruary 4, 1970, when their fair market value was $8,500, he gave them to his sister.
If Miss Overton sold the bonds on August 4, 1970 for $7,700, the 1970 tax effect
of these transactions would be
a. Short-term capital loss of $800.
b. Short-term capital gain of $700.
c. Long-term capital loss of $800.
d. Long-term capital gain of $700.
e. None of the above.
14. Assume the same facts as in item 13 except that Miss Overton sold the
bonds on August 4, 1970 for $10,500. The 1970 tax effect of these transactions
would be
a. Long-term capital gain of $2,000.
b. Long-term capital gain of $500.
c. Short-term capital gain of $2,000.
d. Short-term capital gain of $500.
e. None of the above.
15. Mr. Korn purchased bonds for $20,000 on March 30, 1968. He died
on January 5, 1970 and left to his sister the bonds, which then had a fair market
value of $12,000; this valuation was used in the estate tax return. Miss Korn did
not actually receive the bonds until April 20, 1970 when their fair market value
was $13,000. If Miss Korn sold the bonds for $14,000 on July 18, 1970, the
1970 tax effect of these transactions would be
a. Long-term capital loss of $6,000.
b. Long-term capital gain of $2,000.
c. Short-term capital gain of $1,000.
d. Short-term capital loss of $7,000.
e. None of the above.

N um ber 2 (E stim a ted tim e— 4 0 to 5 0 m in u te s)
In stru ctio n s

Select the best answer for each of the following items which relate to pricelevel accounting. Use a separate answer sheet to indicate your answer. Choose
only one answer for each item. Your grade will be determined from your total
of correct answers.
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Item s to b e A nsw ered

16. The valuation basis used in conventional financial statements is
a. Market value.
b. Original cost.
c. Replacement cost.
d. A mixture of costs and values.
e. None of the above.
17. An unacceptable practice for presenting general price-level information is
a. The inclusion of general price-level gains and losses on monetary
items in the general price-level statement of income.
b. The inclusion of extraordinary gains and losses in the general pricelevel statement of income.
c. The use of charts, ratios and narrative information.
d. The use of specific price indexes to restate inventories, plant and
equipment.
e. None of the above.
18. When general price-level balance sheets are prepared, they should be
presented in terms of
a. The general purchasing power of the dollar at the latest balance
sheet date.
b. The general purchasing power of the dollar in the base period.
c. The average general purchasing power of the dollar for the latest
fiscal period.
d. The general purchasing power of the dollar at the time the financial
statements are issued.
e. None of the above.
19. The restatement of historical-dollar financial statements to reflect general
price-level changes results in presenting assets at
a. Lower of cost or market values.
b. Current appraisal values.
c. Costs adjusted for purchasing power changes.
d. Current replacement cost.
e. None of the above.
20. During a period of deflation an entity would have the greatest gain in
general purchasing power by holding
a. Cash.
b. Plant and equipment.
c. Accounts payable.
d. Mortgages payable.
e. None of the above.
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21. When preparing general price-level financial statements, it would not
be appropriate to use
a. Cost or market, whichever is lower, in the valuation of inventories.
b. Replacement cost in the valuation of plant assets.
c. The historical cost basis in reporting income tax expense.
d. The actual amounts payable in reporting liabilities on the balance
sheet.
e. Any of the above.
22. For comparison purposes general price-level financial statements of earlier
periods should be restated to the general purchasing power dollars of
a. The beginning of the base period.
b. An average for the current period.
c. The beginning of the current period.
d. The end of the current period.
e. None of the above.
23. In preparing price-level financial statements, monetary items consist of
a. Cash items plus all receivables with a fixed maturity date.
b. Cash, other assets expected to be converted into cash and current
liabilities.
c. Assets and liabilities whose amounts are fixed by contract or other
wise in terms of dollars regardless of price-level changes.
d. Assets and liabilities which are classified as current on the balance
sheet.
e. None of the above.
24. In preparing price-level financial statements a nonmonetary item would
be
a.
b.
c.
d.
e.

Accounts payable in cash.
Long-term bonds payable.
Accounts receivable.
Allowance for uncollectible accounts.
None of the above.

25. Gains and losses on nonmonetary assets usually are reported in historicaldollar financial statements when the items are sold. Gains and losses on the sale of
nonmonetary assets should be reported in general price-level financial statements
a. In the same period, but the amount will probably differ.
b. In the same period and the same amount.
c. Over the life of the nonmonetary asset.
d. Partly over the life of the nonmonetary asset and the remainder when
the asset is sold.
e. None of the above.
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26. If land were purchased in 1961 for $100,000 when the general pricelevel index was 100 and sold at the end of 1970 for $160,000 when the index was
170, the general price-level statement of income for 1970 would show
a. A general price-level gain of $70,000 and a loss on sale of land of
$10,000.
b. A gain on sale of land of $60,000.
c. A general price-level loss of $10,000.
d. A loss on sale of land of $10,000.
e. None of the above.
27. If land were purchased at a cost of $20,000 in January 1964 when the
general price-level index was 120 and sold in December 1970 when the index was
150, the selling price that would result in no gain or loss would be
a. $30,000.
b. $24,000.
c. $20,000.
d. $16,000.
e. None of the above.
28. If the base year is 1958 (when the price index = 100) and land is pur
chased for $50,000 in 1964 when the general price index is 108.5, the cost of the
land restated to 1958 general purchasing power (rounded to the nearest whole
dollar) would be
a. $54,250.
b. $50,000.
c. $46,083.
d. $45,750.
e. None of the above.
29. Assume the same facts as in item 28. The cost of the land restated to
December 31, 1970 general purchasing power when the price index was 119.2
(rounded to the nearest whole dollar) would be
a. $59,600.
b. $54,931.
c. $46,083.
d. $45,512.
e. None of the above.

The following information is applicable to items 30 through 33:
Equipment purchased for $120,000 on January 1, Year 1 when the price
index was 100, was sold on December 31, Year 3 at a price of $85,000. The
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equipment originally was expected to last six years with no salvage value and was
depreciated on a straight-line basis. The price index at the end of Year 1 was 125,
at Year 2 was 150 and at Year 3 was 175.

30. The general price-level financial statements prepared at the end of
Year 1 would include
a. Equipment of $150,000, accumulated depreciation of $25,000 and a
gain of $30,000.
b. Equipment of $150,000, accumulated depreciation of $25,000 and
no gain or loss.
c. Equipment of $150,000, accumulated depreciation of $20,000 and
a gain of $30,000.
d. Equipment of $120,000, accumulated depreciation of $20,000 and a
gain of $30,000.
e. None of the above.

31. In general price-level comparative financial statements prepared at the
end of Year 2, the Year 1 financial statements should show equipment (net of
accumulated depreciation) at
a. $150,000.
b. $125,000.
c. $100,000.
d. $80,000.
e. None of the above.

32. The general price-level financial statements prepared at the end of Year 2
should include depreciation expense of
a. $35,000.
b. $30,000.
c. $25,000.
d. $20,000.
e. None of the above.

33. The general price-level income statement prepared at the end of Year 3
should include
a. A gain of $35,000.
b. A gain of $25,000.
c. No gain or loss.
d. A loss of $5,000.
e. None of the above.
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N u m b er 3 (E stim ated tim e— 5 0 to 6 0 m in u te s)

The B & Q Company was organized on July 1, 1966. Under the partnership
agreement $900,000 was provided by Beke and $600,000 by Quinn as initial capi
tal; income and losses were to be shared in the same ratio as the initial capital
contributions. No additional capital contributions have been made.
The June 30, 1971 balance sheet follows:
Assets
Cash
Accounts receivable, net
Inventory (LIFO basis)
Prepaid insurance
Land
Machinery and equipment, net

$ 500,500
950,000
1,500,000
18,000
58,000
1,473,500
$4,500,000

.. .

Liabilities and Capital
Current liab ilities...................
Beke, capital
Quinn, capital
..

$1,475,000
1,815,000
1,210,000
$4,500,000

Part a. Beke and Quinn are considering selling their business but are concerned
that the financial statements do not reveal its current worth. You have been re
quested to assist in determining the current value of the assets.
You compile the following information in addition to the asset section of the
balance sheet:
1. An aging of accounts receivable disclosed the following:
Fiscal
Year
1968
1969
1970
1971

Amount
40,000
125,000
160,000
925,000
$1,250,000

$

Allowance
for Doubtful
Accounts
$ 35,000
105,000
67,500
92,500
$300,000

A review of past experience shows that all receivables over two years old
have been uncollectible, those over one year old have been 50% collectible and
those less than one year old have been 90% collectible.
2. The inventory level has been increasing and its cost has been determined
using the LIFO flow assumption. The cost of the LIFO layers at the average price
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for the indicated year of acquisition and the inventory price increases have been as
follows:
LIFO Layers
Fiscal Year
Cost
Acquired
1967
$ 60,000
1968
150,000
1969
240,000
1970
350,000
1971
700,000
$1,500,000

Price Increases
Period

Increase

1967-1971
1968-1971
1969-1971
1970-1971
1971

20%
18
15
11
5

3. Machinery was purchased in fiscal years 1967, 1969 and 1970 for
$500,000, $850,000 and $660,000, respectively. The straight-line depreciation
method and a ten-year estimated life have been used for all machinery with a half
year of depreciation taken in the year of acquisition. The experience of other
companies over the last several years indicates that the machinery can be sold at
125% of its book value.
4. An independent appraisal made in June 1971 valued land at $70,000.
R e q u ir e d :

Prepare a comparative statement of assets showing historical costs and current
values at June 30, 1971. Supporting schedules should be in good form.
Assume that Beke and Quinn have engaged in lengthy discussions with
the executives and directors of Preston Corporation during the past few months.
With the permission of Beke and Quinn, the auditors of Preston Corporation con
ducted an examination and expressed an unqualified opinion on the historical-cost
financial statements of Beke and Quinn Partnership as of June 30, 1971.
Beke agrees to accept 8,700 shares and Quinn agrees to accept 5,800 shares
of Preston Corporation common stock in exchange for all partnership interests.
During the month of June 1971 the market value of a share of Preston Corporation
was $265. The stockholders’ equity account balances of Preston Corporation as of
June 30, 1971 follow:
P a rt b.

Common stock, par value $100
Additional paid-in capital
Retained earnings

$2,000,000
580,000
2,496,400
$5,076,400

R e q u ir e d :

Assuming that the books of Preston Corporation are to be retained, prepare
the necessary journal entry (or entries) to effect the business combination as a
pooling of interests on July 1, 1971.
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Number 4 (Estimated time— 40 to 50 minutes)
Thorne Transit, Inc. has decided to inaugurate express bus service between its
headquarters city and a nearby suburb (one-way fare $.50) and is considering the
purchase of either 32- or 52-passenger buses, on which pertinent estimates are as
follows:

Number of each to be purchased............................
Useful life .
......................................................
Purchase price of each bus (Paid on delivery)
Mileage per g a llo n ....................................................
Salvage value per bus .............................................
Drivers’ hourly w a g e ................................... ............
Price per gallon of g asoline.....................................
Other annual cash expenses.....................................

3252Passenger Passenger
Bus
Bus
4
6
8 years
8 years
$80,000 $110,000
7½
10
$ 6,000 $ 7,000
4.20
$ 3.50 $
.30
$
.30 $
$ 4,000 $ 3,000

During the four daily rush hours all buses would be in service and are ex
pected to operate at full capacity (state law prohibits standees) in both directions
of the route, each bus covering the route 12 times (6 round trips) during that
period. During the remainder of the 16-hour day, 500 passengers would be carried
and Thorne would operate only 4 buses on the route. Part-time drivers would
be employed to drive the extra hours during the rush hours. A bus traveling the
route all day would go 480 miles and one traveling only during rush hours would
go 120 miles a day during the 260-day year.
Required:
a. Prepare a schedule showing the computation of estimated annual revenue
of the new route for both alternatives.
b. Prepare a schedule showing the computation of estimated annual drivers’
wages for both alternatives.
c. Prepare a schedule showing the computation of estimated annual cost of
gasoline for both alternatives.
d. Assume that your computations in parts “a,” “b” and “c” are as follows:

Estimated re v e n u e s ................................................
Estimated drivers’ wages .....................................
Estimated cost of g a s o lin e ................................

3252Passenger Passenger
Bus
Bus
$365,000 $390,000
67,000
68,000
16,000
18,000

Assuming that a minimum rate of return of 12% before income taxes is
desired and that all annual cash flows occur at the end of the year, prepare a
schedule showing the computation of the present values of net cash flows for the
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eight-year period; include the cost of buses and the proceeds from their disposition
under both alternatives, but disregard the effect of income taxes. The following
data are relevant:

.

Present Value
of $1.00
Due at the
End of the
Indicated Year
Discounted at
Year
12%
1
.89
2 .................................... 80
3 ..................................... 71
4 .....................
.64
5 .................................... 57
6
51
7 .................................... 45
8 .
40

Present Value
of $1.00
Due Annually
at the End
of Each Year
Discounted
at 12%
.89
1.69
2.40
3.04
3.61
4.11
4.56
4.97

Number 5 (Estimated time— 40 to 50 minutes)
In connection with your examination of the financial statements of the Acme
Investing Company for the year ended September 30, 1971 you have been fur
nished analyses of the Investments and Investment Revenue accounts. Additional
information concerning these two accounts is given below:
1. Syntechnique Corporation common stock was split two for one on April
15, 1971. The quarterly dividend rate was $1.25 per share prior to the split and
$.75 per share after the split. Quarterly dividends during 1970 and 1971 were paid
on January 15, April 15, July 15 and October 15 to stockholders of record on the
26th of the month preceding payment. Acme prefers to accrue dividends receivable
at the date of record. Syntechnique Corporation is listed on a regional stock ex
change. The last exchange price for the stock on September 30, 1971 was $40 per
share. The investment in Syntechnique was made originally for the purpose of
seeking control. This objective now has been abandoned, and the Company plans
to sell its remaining shares during the coming year.
2. Good Systems common stock was issued originally at a discount. On May
21, 1971 Acme paid an $8,200 assessment that had been levied against Good
Systems stockholders.
3. The dividend notice from Sure-Hit Mines, Inc. indicated that 40% of the
June 15 cash distribution represented costs recovered from assets subject to
depletion.
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4. On August 1, 1971 Acme acquired $600,000 of Cass County 7%
revenue bonds for $588,000 including accrued interest. The bonds mature April 1,
1980 and interest is payable semiannually on April 1 and October 1. The bonds
had been issued originally at face value on April 1, 1960. The Company prefers
to amortize the bond discount using the straight-line method.
5. The Good Systems and Sure-Hit Mines common stock and the Cass
County 7% revenue bonds are traded over-the-counter. Their estimated market
values at September 30, 1971 are:
Good Systems
Sure-Hit Mines
Cass County Bonds

.
.....................................

$ 51,000
41,000
560,000
$652,000

The investment in Good Systems, a supplier, was made as an accommodation.
Sure-Hit Mines is expected to be liquidated over the next five years with a full
recovery of cost. Acme plans to hold the Cass County bonds to maturity.
6. Acme owns 70% of the outstanding common stock of Raiborn Corpora
tion, a domestic subsidiary. The recorded balance for the investment in Raiborn
represents equity in underlying net assets at October 1, 1970 plus $15,000 ad
vanced to Raiborn in September 1971 on a three-month loan. Raiborn’s net income
for the year ended September 30, 1971 was $60,000.
7. Acme owns 30% of the outstanding common stock of Mercan Ltd., a
foreign corporation. In addition, Acme made a $1,000,000, 7½ % serial loan to
Mercan which is being repaid in equal annual installments over 20 years. Payment
must be made in U.S. dollars. The sixth installment and the annual interest were
received on August 1, 1971.
Mercan’s host country devalued its currency in 1971. Acme’s 30% share of
the loss on exchange was $35,000.
8. Acme uses the FIFO flow assumption to determine the cost of security
sales.
9. The Investments account is classified as a long-term asset in the balance
sheet.
Required:
Complete the worksheet on page 357. Supporting computations should be in
good form. Entries should be numbered. Formal adjusting and reclassifying entries
are not required.

Description

Investments Account

Aug.

1, 1971

July 15, 1971
Oct. 1, 1970

June 15, 1971

May 21, 1971

Various Syntechnique cash
dividends ...............................
Good Systems—stock assess
ment ......................................
Sure-Hit Mines—cash distribu
tion
Raiborn Corp.—cash dividend
Mercan Ltd.—interest accrual
reversing entry .....................
Mercan Ltd.—interest received

Investment Revenue Account

1, 1970 Syntechnique— 2,000 shares,
at cost .................................... $ 120,000
Jan. 1 , 1971 Syntechnique—purchased 2,000
shares ....................................
July 3, 1971 Syntechnique—sold 2,000
shares ....................................
Oct. 1, 1970 Good Systems— 10,000 shares,
at cost .................................
38,000
Oct. 1, 1970 Sure-Hit Mines— 1,000 shares,
a t c o s t ....................................
21,500
Aug. 1, 1971 Purchase of 7% Cass County
bonds .................................
Oct. 1, 1970 Raiborn Corp., at equity
607,000
Oct. 1, 1970 Mercan Ltd.—400 shares, at
900 000
Mercan Ltd.—serial loan ma
turing 1988 ...........................
750,000
Oct. 1, 1970 Undeveloped real estate, at
cost ........................................
6,000,000
Apr. 1 5 , 1971 Proceeds from sale of onehalf of undeveloped real es
tate ........................................
$8,436,500

Oct.

Date

$

$

15,500
20,000

13,500

56,250
17,575 $ 105,250

9,375

8,200

$

1,300,000
$4,349,500

4,700,000
$ 763,000 $4,850,000

588,000
622,000

21,500

38,000

$ 180,000

1,600,000

$ 100,000

50,000

588,000
15,000

$ 160,000

(9,375)
56,250
$87,675

15,500
20,000

(8,200)

$13,500

Balances, Sept. 30, 1971
Invest
ment
Revenue
Balance
Recorded Transactions Investments
Credit
Oct. 1, 1970
Debit
Credit
Debit

A cm e Inventing C om pany
ANALYSES OF INVESTM ENTS AND
INVESTM ENT REVENUE
F or T h e Year Ended S eptem ber 3 0 , 1971

Adjusting and
Reclassifying Entries
Debit
Credit

Adjusted Balances,
Sept. 30,1971
Invest
ment
Revenue
Investments
Credit
Debit
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EXAM INATION IN AUDITING

November 4, 1971; 8:30 a.m. to 12:00 m.

Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items which relate to the
auditor’s responsibilities and the conduct of his examination of financial statements.
Use a separate answer sheet to indicate your answer. Choose only one answer for
each item. Your grade will be determined from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
96. In
a.
b.
c.
d.

an audit the CPA would not foot the
Cash book.
Chart of accounts.
Payroll book.
Trial balance of accounts receivable.
Answer Sheet

96. b.
Item s to b e A nsw ered

1. Generally the auditor’s opinion on financial statements should be dated
to coincide with the
a, Balance sheet date.
b. Completion of all important audit procedures.
c, Closing of the client’s books.
d. Transmittal of the report to the client.
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2. In the income statement for a partnership the provision for federal in
come taxes should be
a. Omitted.
b. Based upon prevailing partnership rates.
c. Based upon the taxes paid by the partners.
d. Based upon the effective tax rate of each partner applied to his share
of the net income.
3. The CPA’s reporting responsibilities are not met by attaching an explana
tion of the circumstances and a disclaimer of opinion to financial statements if the
CPA
a. Believes that the financial statements are false or misleading.
b. Has neither confirmed receivables nor observed the taking of the
physical inventory.
c. Is uncertain about the outcome of a material contingency.
d. Has not performed sufficient auditing procedures to express an
opinion.
4. An auditor is justified in omitting from his report on financial statements
a reference to the consistent application of accounting principles only if
a. This is his initial examination and the financial statements for pre
vious years were examined by another competent independent auditor.
b. The client company is newly organized and this is its first reporting
period.
c. He performed a similar examination during the previous year and is
satisfied that accounting principles have been consistently applied.
d. This is his initial examination and the financial statements were not
previously audited.
5. A CPA completed his initial examination of the financial statements of
Alisa Kay Cosmetics and formed an opinion that accounting principles had been
consistently observed in the current year as compared to the preceding year. Alisa
Kay’s controller requests that the CPA attach comparative income statements for
five years to his report but not extend his examination to the previous years. Under
these circumstances the CPA should
a. Attach the statements as requested because his opinion as to con
sistency is required to extend only to the preceding year.
b. Attach the statements to his report and delete the reference to con
sistency.
c. Attach the statements if he is allowed to form and express an opinion
as to consistency throughout the five-year period.
d. Refuse under any circumstances to attach comparative statements to
his report because this is his initial examination.
6. A CPA is completing an examination of the financial statements of the
Proshek Trucking Company. The Company had been depreciating its trucks over
an eight-year period but determined that a more realistic life is ten years and based
this year’s depreciation provision upon that life. The change and the effects of the
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change have been adequately disclosed in a note to the financial statements. If the
CPA agrees that the change in estimated life was properly made, he should
a. Omit mention of the change in his report because it results from
changed conditions, is not a change in accounting principles and has
been properly disclosed.
b. Recognize this change as one that involves a choice between two
generally accepted principles of accounting and qualify his report as
to consistency.
c. Render an unqualified opinion provided that comparative income
statements for prior years are restated based upon the ten-year life.
d. Insist that comparative income statements for prior years be restated
and render an opinion qualified as to consistency.
7. A CPA was engaged to examine the consolidated financial statements of
the Kauffman Tool Company and its Canadian subsidiary. He arranged for a
reputable firm of Canadian chartered accountants to conduct the examination of the
Canadian subsidiary’s financial statements. The CPA reviewed both the audit pro
gram and the working papers prepared by the Canadian firm and is willing to
accept full responsibility for the performance of the examination of the subsidiary’s
financial statements. The Canadian chartered accountants expressed an unqualified
opinion on the subsidiary’s financial statements and the CPA has no exceptions on
the parent’s statements or the procedures used to prepare the consolidated state
ments. Under these circumstances, the CPA’s report on the consolidated statements
a. Should include a piecemeal opinion covering the parent’s statements
and a qualified opinion as to the Canadian subsidiary.
b. Need make no reference to the chartered accountants’ examination.
c. Must include a reference to the chartered accountants’ examination
in the scope paragraph or a middle paragraph together with an un
qualified opinion paragraph.
d. Must include a qualification of the opinion paragraph stating that
the CPA’s unqualified opinion is based in part upon the chartered
accountants’ examination.
8. Gregory George, a candidate for the state legislature, is preparing per
sonal financial statements for submission to the electorate. Mr. George’s statement
of assets and liabilities should be prepared on the
a. Cost basis.
b. Basis of cost adjusted for general price-level changes.
c. Lower of cost or estimated value basis.
d. Bases of both cost and estimated value.
9. A CPA is examining the financial statements of the Knodle Corporation
for the year ended June 30, 1971. Approximately 95% of the assets of the Knodle
Corporation consist of investments in the stocks of subsidiary companies. None of

c.
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these stocks are actively traded. The CPA has satisfied himself that investments are
properly stated at cost and that equity in the underlying assets of the subsidiaries,
which is to be shown in a footnote, has been properly computed based upon the
unaudited financial statements of the subsidiaries. Under these circumstances the
CPA’s report on the financial statements of the Knodle Corporation should include
a. An unqualified opinion.
b. A qualified opinion.
c. An adverse opinion.
d. A disclaimer of opinion.
10. In an examination of a manufacturing company’s financial statements
the direct verification of an income statement account is least likely to result from
the auditor’s examination of
a. Accounts receivable.
b. Plant, property and equipment.
c. Cash.
d. Long-term investments.
11. Kiting most likely would be detected by
a. Tracing the amounts of daily deposits from the cash receipts journal
to bank statements.
b. Confirming accounts receivable by direct communication with
debtors.
c. Preparing a four-column proof of cash.
d. Preparing a schedule of interbank transfers.
12. Maria Nolan, CPA, in examining the financial statements of the Quinn
Helicopter Corporation for the year ended September 30, 1971, found a material
amount of receivables from the federal government. The governmental agencies
replied neither to the first nor second confirmation requests nor to a third request
made by telephone. Miss Nolan satisfied herself as to the proper statement of these
receivables by means of other auditing procedures. The auditor’s report on Quinn’s
September 30, 1971 financial statements requires
a. Neither a comment on the use of other procedures nor an opinion
qualification.
b. Both a scope qualification and an opinion qualification.
c. No reference to the use of other auditing procedures but does require
an opinion qualification.
d. A description of the limitation on the scope and the other auditing
procedures used but does not require an opinion qualification.
13. The auditor is most likely to learn of the pledging of accounts receivable
from
a.
b.
d,

An analysis of the Accounts Receivable account.
An analysis of the Sales account.
An analysis of the Interest Expense account.
Direct confirmation with debtors.
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14. In connection with his examination of the Beke Supply Company for the
year ended August 31, 1971 Derek Lowe, CPA, has mailed accounts receivable
confirmations to three groups as follows:
Group
Number

Type
of
Customer

Type
of
Confirmation

1
2
3

Wholesale
Current retail
Past-due retail

Positive
Negative
Positive

The confirmation responses from each group vary from 10% to 90%. The most
likely response percentages are
a. Group 1 90% , Group 2 50%, Group 3 10%
Group 1 90% , Group 2 10%, Group 3 50%
c. Group 1 50%, Group 2 90%, Group 3 10%
d. Group 1 10%, Group 2 50%, Group 3 90%
15. On November 4, 1971, two months after completing field work and
rendering an unqualified opinion as to the financial statements of Lambert Col
lieries for the year ended June 30, 1971, a CPA learns of four situations concerning
this client which were not previously known to him. The CPA is required to deter
mine that appropriate disclosure is made to persons relying upon the audited
financial statements for the year ended June 30, 1971 in the situation of the
a. Flooding of one of Lambert’s two mines on October 15, 1971. This
mine was acquired in 1967.
b. Discovery on October 25, 1971 of a defect in the title to the other
mine, also acquired in 1967.
c. Settlement on November 3, 1971 of a damage suit against Lambert
at an amount significantly lower than that reported in the audited
balance sheet.
d. Decline in coal prices by $2 per ton on October 1, 1971. Net income
for the coming year is expected to decrease 50% as a result.
16. The general group of the generally accepted auditing standards includes a
requirement that
a. The auditor maintain an independent mental attitude.
b. The audit be conducted in conformity with generally accepted ac
counting principles.
c. Assistants, if any, be properly supervised.
d. There be a proper study and evaluation of internal control.
17. In forming his opinion on the financial statements of Kille Corporation
a CPA must decide whether an accounting treatment proposed by Kille has sub
stantial authoritative support. The CPA is most likely to accept a source as
constituting substantial authoritative support if it is
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a. A pronouncement by an industry regulatory authority.
b. An accounting research study published by the AICPA.
c. A speech or article by the managing partner of a national CPA firm.
d. An AICPA industry audit guide.
18. A client has proposed an accounting treatment. The situation is not
reviewed in the usual primary sources of substantial authoritative support. In this
case the most authoritative support available is
a. Research studies of authoritative professional societies.
b. Accounting textbooks and reference books.
c. Predominant practice within the industry or business in general.
d. The company’s treatment of similar transactions in prior years.
N u m b er 2 (E stim a ted tim e— 2 5 to 3 0 m in u te s)
In stru ction s

Select the best answer for each of the following items which relate to internal
control and statistical sampling. Use a separate answer sheet to indicate your
answer. Choose only one answer for each item. Your grade will be determined
from your total of correct answers.
Item s to be A nsw ered

19. From the standpoint of good procedural control, distributing payroll
checks to employees is best handled by the
a. Treasury department.
b. Personnel department.
c. Payroll accounting section.
d. Departmental supervisors.
20. To minimize the opportunity for fraud, unclaimed salary checks should
be
a.
b.
c.
d.

Deposited in a special bank account.
Kept in the payroll department.
Left with the employee’s supervisor.
Held for the employee in the personnel department.

21. A responsibility that should be assigned to a specific employee and not
shared jointly is that of
a. Access to the company’s safe deposit box.
b. Placing orders and maintaining relationships with a prime supplier.
c. Attempting to collect a particular delinquent account.
d. Custodianship of the cash working fund.
22. For control purposes the quantities of materials ordered may be omitted
from the copy of the purchase order which is
a. Forwarded to the accounting department.
b. Retained in the purchasing department’s files.
c. Returned to the requisitioner.
d. Forwarded to the receiving department.
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23. Freije Refrigeration Co. has an inventory of raw materials and parts
consisting of thousands of different items which are of small value individually but
significant in total. A fundamental control requirement of Freije’s inventory system
is that
a. Perpetual inventory records be maintained for all inventory items.
b. The taking of physical inventories be conducted on a cycle basis
rather than at year-end.
c. The storekeeping function not be combined with the production and
inventory record-keeping functions.
d. Materials requisitions be approved by an officer of the Company.
24. The sales department bookkeeper has been crediting house-account sales
to her brother-in-law, an outside salesman. Commissions are paid on outside sales
but not on house-account sales. This might have been prevented by requiring that
a. Sales order forms be prenumbered and accounted for by the sales
department bookkeeper.
b. Sales commission statements be supported by sales order forms and
approved by the sales manager.
c. Aggregate sales entries be prepared by the general accounting depart
ment.
d. Disbursement vouchers for sales commissions be reviewed by the
internal audit department and checked to sales commission state
ments.
Items 25 to 29 apply to an examination of the financial statements of
Lorantas Educational Machines Co. which is being conducted by John Wilson,
CPA.
25. In connection with his review of charges to the plant maintenance
account Mr. Wilson is undecided as to whether to use probability sampling or
judgment sampling. As compared to probability sampling, judgment sampling has
the primary disadvantage of
a. Providing no known method for making statistical inferences about
the population solely from the results of the sample.
b. Not allowing the auditor to select those accounts which he believes
should be selected.
c. Requiring that a complete list of all the population elements be
compiled.
d. Not permitting the auditor to know which types of items will be
included in the sample before the actual selection is made.
26. Mr. Wilson believes that the error occurrence rate of expensing capital
items is 2% , which will have an immaterial effect upon the financial statements.
The maximum acceptable occurrence rate is 3%. Under these circumstances Mr.
Wilson should select a plan of
a. Discovery sampling.
b. Attribute sampling.
c. Variable sampling.
d. Stratified sampling.
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27. Mr. Wilson reviewed a random sample of 40 maintenance job orders
and determined in each the dollar amount of capital items improperly expensed.
He wishes to estimate this amount for the population (all maintenance job orders)
with a 95% level of confidence. The 95% refers to the probability that the true
population value will fall within the limits thus established for
a. Only this sample.
b. All samples selected from this population.
c. All samples of this size selected from this population.
d. All samples of this size selected from any population.
28. Mr. Wilson has estimated with 95% confidence that the total dollar
amount of capital items improperly expensed is $43,200 ± $9,216. If he reduces
the interval estimate from ± $9,216 to ± $4,608 without sampling further, his
confidence level changes from 95% to
a. 99.3%.
b. 90%.
c. 68%.
d. 47.5%.
29. Lorantas had two billing clerks during the year. Snow worked three
months and White worked nine months. Mr, Wilson wishes to use discovery
sampling to test clerical accuracy during the tenure of each clerk. If the quantity
of bills per month is constant and the same specified reliability and maximum
tolerable occurrence rate is specified for each population, the ratio of the sample
drawn from White’s bills to the sample drawn from Snow’s bills would be
a. More than 3:1.
b. 3:1.
c. More than 1:1 but less than 3:1.
d. 1:1.
Item s 3 0 to 3 3 ap p ly to an examination of the Rasmussen Art Supply Co.
which is being conducted by Gerald Murray, CPA. Mr. Murray plans to select
sufficient inventory items for test counts and pricing tests so that he can make a
rough estimate of total inventory cost.

30. The size of Mr. Murray’s statistical sample is influenced by the degree of
variability in the cost of the items being sampled. The standard deviation, a basic
measure of variation, is the
a. Average of the absolute differences between the individual values
and their mean.
b. Square root of the average of the absolute differences between the
individual values and their mean.
c. Average of the squared differences between the individual values
and their mean.
d. Square root of the average of the squares of the differences between
the individual values and their mean.
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31. The greater the variability in the cost of the items being sampled (as
measured by population standard deviation) the
a. Greater the usefulness of a table of random numbers in selecting a
sample.
b. Larger the sample size required to make reliable statements with a
given precision.
c. Greater should be the level of confidence required when establishing
the estimate.
d. More likely that an interval estimate made from sample data will be
correct.
32. Mr. Murray does not know the standard deviation of the cost of the
items in Rasmussen’s inventory. He can assume that the standard deviation com
puted from his sample is an adequate estimate of the population standard deviation
if the sample
a. Is randomly selected, regardless of the number of items in the sample.
b. Is randomly selected and contains at least 30 items.
c. Contains at least 30 items, even if not randomly selected.
d. Either is randomly selected or contains at least 30 items.
33. Mr. Murray decides to use stratified sampling. The basic reason for using
stratified sampling rather than unrestricted random sampling is to
a. Reduce as much as possible the degree of variability in the overall
population.
b. Give every element in the population an equal chance of being
included in the sample.
c. Allow the person selecting the sample to use his own judgment in
deciding which elements should be included in the sample.
d. Reduce the required sample size from a nonhomogeneous population.
34. Balmes Company asks its CPA’s assistance in estimating the proportion
of its active 30-day charge account customers who also have an active installment
credit account. The CPA takes an unrestricted random sample of 100 accounts
from the 6,000 active 30-day charge accounts. Of the accounts selected ten also
have active installment credit accounts. If the CPA decides to estimate with 95%
confidence, the estimate is that
a. At most 10% of the active 30-day charge account customers also
have active installment credit accounts.
b. At least 10% of the active 30-day charge account customers also
have active installment credit accounts.
c. Between 7% and 13% of the active 30-day charge account cus
tomers also have active installment credit accounts.
d. Between 4% and 16% of the active 30-day charge account cus
tomers also have active installment credit accounts.
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35. Potter Company asks its CPA’s assistance in estimating the average gross
value of the 5,000 invoices processed during June 1971. The CPA estimates the
population standard deviation to be $8. If he wishes to achieve a precision of
± $2 with a 95% level of confidence, he should draw an unrestricted random
sample of
a. 404 elements.
b. 101 elements.
c.
96 elements.
d.
62 elements.
36. In connection with his examination of the financial statements of the
Patricia Roberts Corporation a CPA is making a rough estimate of the total value
of an inventory of 2,000 items. His estimate of the total, based upon the mean of
the unrestricted random sample, will be within the desired precision limits of
± $18,000 provided that the difference between the sample mean and the true
population mean is not more than
a. $36.
b. $18.
c. $9.
d. $4.50.

Number 3 (Estimated time— 25 to 30 minutes)
In connection with his examination of the financial statements of Houston
Wholesalers, Inc. for the year ended June 30, 1971, a CPA performs several cutoff
tests.
Required:
1. What is a cutoff test?
2. Why must cutoff tests be performed for both the beginning and the
end of the audit period?
b. The CPA wishes to test Houston’s sales cutoff at June 30, 1971. Describe
the steps that he should include in this test.
c. The CPA obtains a July 10, 1971 bank statement directly from the bank.
Explain how he will use this cutoff bank statement:
1. In his review of the June 30, 1971 bank reconciliation.
2. To obtain other audit information.
a.

Number 4 (Estimated time— 25 to 30 minutes)
The concept of materiality is important to the CPA in his examination of
financial statements and expression of opinion upon these statements.
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R e q u ir e d :

Discuss the following:
a. How are materiality (and immateriality) related to the proper presenta
tion of financial statements?
b. In what ways will considerations of materiality affect the CPA in
1. Developing his audit program?
2. Performance of his auditing procedures?
e. What factors and measures should the CPA consider in assessing the
materiality of an exception to financial statement presentation?
d. How will the materiality of a CPA’s exceptions to financial statements
influence the type of opinion he expresses? (The relationship of materiality to
each type of auditor’s opinion should be considered in your answer.)
N u m b er 5 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

In connection with his examination of the financial statements of the Thames
Corporation a CPA is reviewing the Federal Income Taxes Payable account.
R e q u ir e d :

1. Discuss reasons why the CPA should review federal income tax
returns for prior years and the reports of internal revenue agents.
2. What information will these reviews provide? (Do not discuss specific
tax return items.)
b. With the approval of its Board of Directors, the Thames Corporation
made a sizable payment for advertising during the year being audited. The Cor
poration deducted the full amount in its federal income tax return. The controller
acknowledges that this deduction probably will be disallowed because it relates to
political matters. He has not provided for this disallowance in his federal income
tax provision and refuses to do so because he fears that this will cause the revenue
agent to believe that the deduction is not valid. What is the CPA’s responsibility
in this situation? Explain.
a.

N u m b er 6 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

Lancaster Electronics produces electronic components for sale to manufac
turers of radios, television sets and phonographic systems. In connection with his
examination of Lancaster’s financial statements for the year ended December 31,
1970 Don Olds, CPA, completed field work two weeks ago. Mr. Olds now is
evaluating the significance of the following items prior to preparing his auditor’s
report. Except as noted none of these items have been disclosed in the financial
statements or footnotes.
Item 1
Recently Lancaster interrupted its policy of paying cash dividends quarterly
to its stockholders. Dividends were paid regularly through 1969, discontinued for
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all of 1970 in order to finance equipment for the Company’s new plant and
resumed in the first quarter of 1971. In the annual report dividend policy is to be
discussed in the president’s letter to stockholders.
Item 2
A ten-year loan agreement, which the Company entered into three years ago,
provides that dividend payments may not exceed net income earned after taxes
subsequent to the date of the agreement. The balance of retained earnings at the
date of the loan agreement was $298,000. From that date through December 31,
1970 net income after taxes has totaled $360,000 and cash dividends have totaled
$130,000. Based upon these data the staff auditor assigned to this review con
cluded that there was no retained earnings restriction at December 31, 1970.
Item 3
The Company’s new manufacturing plant building, which cost $600,000 and
has an estimated life of 25 years, is leased from the Sixth National Bank at an
annual rental of $100,000. The Company is obligated to pay property taxes,
insurance and maintenance. At the conclusion of its ten-year noncancelable lease,
the Company has the option of purchasing the property for $1. In Lancaster’s
income statement the rental payment is reported on a separate line.
Item 4
A major electronics firm has introduced a line of products that will compete
directly with Lancaster’s primary line, now being produced in the specially designed
new plant. Because of manufacturing innovations, the competitor’s line will be of
comparable quality but priced 50% below Lancaster’s line. The competitor an
nounced its new line during the week following completion of field work. Mr. Olds
read the announcement in the newspaper and discussed the situation by telephone
with Lancaster executives. Lancaster will meet the lower prices which are high
enough to cover variable manufacturing and selling expenses but will permit
recovery of only a portion of fixed costs.
R e q u ir e d :

For each item 1 to 4 discuss:
Any additional disclosure in the financial statements and footnotes that
the CPA should recommend to his client.
b. The effect of this situation on the CPA’s report upon Lancaster’s financial
statements. For this requirement assume that the client did not make the additional
disclosure recommended in part “a.”
a.

C om plete y o u r d iscu ssio n o f each item (both
beginning discussion of the next item. The effects of
statements and the CPA’s report should be evaluated
items. The cumulative effects of the four items should

parts “a” and “b” ) before
each item on the financial
independently of the other
not be considered.
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N um ber 7 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

Roger Peters, CPA, has examined the financial statements of the Solt Manu
facturing Company for several years and is making preliminary plans for the audit
for the year ended June 30, 1972. During this examination Mr. Peters plans to
use a set of generalized computer audit programs. Solt’s EDP manager has agreed
to prepare special tapes of data from Company records for the CPA’s use with the
generalized programs.
The following information is applicable to Mr. Peters’ examination of Solt’s
accounts payable and related procedures:
1. The formats of pertinent tapes are on page 371.
2. The following monthly runs are prepared:
a.
b.
c.

Cash disbursements by check number.
Outstanding payables.
Purchase journals arranged (1) by account charged and (2) by
vendor.

3. Vouchers and supporting invoices, receiving reports and purchase order
copies are filed by vendor code. Purchase orders and checks are filed numerically.
4. Company records are maintained on magnetic tapes. All tapes are stored
in a restricted area within the computer room. A grandfather-father-son policy is
followed for retaining and safeguarding tape files.

R e q u ir e d :
a. Explain the grandfather-father-son policy. Describe how files could be
reconstructed when this policy is used.
b. Discuss whether Company policies for retaining and safeguarding the
tape files provide adequate protection against losses of data.
c. Describe the controls that the CPA should maintain over:
1. Preparing the special tape.
2. Processing the special tape with the generalized computer audit pro
grams.
d. Prepare a schedule for the EDP manager outlining the data that should
be included on the special tape for the CPA’s examination of accounts payable
and related procedures. This schedule should show the:
1. Client tape from which the item should be extracted.
2. Name of the item of data.

Transaction File—Payment Detail

Transaction File—Expense Detail

Master File—Vendor Address

Master File—Vendor Name

A uditing
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EXAM INATION IN BU SIN ESS LAW
(C om m ercia l Law )
N o vem b er 5 , 1 9 7 1 ; 8 : 3 0 a.m . to 1 2 : 0 0 m .
N um ber 1 (E stim ated tim e— 2 0 to 2 5 m in u te s)

Instructions
Each of the lettered statements of facts below is followed by numbered
sentences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to the Uniform Commer
cial Code and the general principles of contract and sales law. Use a separate
answer sheet to indicate your answer. Your grade will be determined from your
total of correct answers less a penalty of approximately one-half for each of your
incorrect answers; an omitted answer will not be considered an incorrect answer.
The following is an example of the manner in which the answer sheet should
be marked:
Item
X.

Lucky Fastener Corporation sent the following letter:
July 1, 1971
Foster Box Company
We hereby offer you 100 type #14 Lucky Fasteners at $4 per
fastener. This offer will be irrevocable for 10 days.
/ s / Donald Voltz
Sales Manager

101. The offer is a firm offer and irrevocable without consideration for the
period stated.
102. If the offer stated it was irrevocable but did not state a period of irre
vocability, it would be revocable from inception.
103. If the offer were for the sale of land, it would be revocable.
104. If the offer had been made by phone, it would be revocable at any time.
105. Acceptance must be made within the time stated and only by mail.
Answer Sheet
101.
102.
103.
104.
105.

True
False
True
True
False
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Item s to b e A nsw ered

A. Masten was the tenant of a first floor store in an office building in a
large metropolitan city where he sold newspapers, tobacco, fruit, candy and soft
drinks. Winslow acquired the property including the store and his agent negotiated
with Masten for continuation of his lease to the store. A lease for three years was
signed. It contained a provision that the lessee, Masten, should “use the premises
only for the sale of newspapers, fruit, candy, soda water, etc.,” with the further
stipulation that “it is expressly understood that the tenant is not allowed to sell
tobacco in any form under penalty of instant termination of this lease.” Masten
signed the lease after having it read to him by two persons, one of whom was his
daughter.
Masten claims that in the course of his dealings with Winslow’s agent it was
agreed that he should have the exclusive right to sell soft drinks in the building
in consideration of his promises to not sell tobacco and to pay an increased rent
and for entering into the lease agreement. No such stipulation was included in the
lease. Shortly after it was signed Winslow rented the adjoining store in the same
building to a drug company under a lease which contained no restriction on the
use of the premises for selling soda water and soft drinks. Masten alleged that
this was in violation of his lease with Winslow and claimed that the sale of
these beverages by the drug company had greatly reduced his receipts and
profits.
1. Winslow should rely upon the parol evidence rule in his defense to
Masten’s claim.
2. If Masten could show that he had been defrauded by Winslow’s agent,
he would prevail.
3. Masten could correctly contend that he entered into an independent
oral contract for the exclusive right to sell soda.
4. If the oral promise had been made after the execution of the lease, the
parol evidence rule would still apply.
5. Masten’s legal position is substantially strengthened by the express
written prohibition against his selling tobacco.
6. Generally, the courts would hold that the formal lease agreement entered
into by the parties constituted the entire contract between the parties.
7. Under the stated facts, Winslow probably will prevail.
B. Harris was negotiating to sell his department store to Lowe. Early in
January 1971 Harris gave Lowe financial information that indicated a steady
growth in both sales volume and income and that income for the preceding year
was $240,000. The negotiations continued until April 30, 1971 when Lowe signed
a contract with Harris to buy the department store and made a down payment
of $25,000. Later, upon examination of the accounts of the department store,
Lowe discovered that between January and April sales volume and income had
declined materially. Harris knew these facts at the time the contract was made.
8. The Statute of Frauds could be used by Lowe as the basis for a claim
against Harris.
9. Most courts would resort to the concept of caveat emptor (buyer be
ware) in deciding this dispute.
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10. Harris could contend correctly that nondisclosure by itself does not
constitute fraud.
11. Lowe will prevail in a suit against Harris for fraud.
12. If Harris had not known of the decline in sales and income at the time
the contract of sale was signed, Lowe’s best remedy would have been
to seek a rescission of the contract based upon innocent misrepresen
tation.

C. Mayer, a lumber dealer located in the Pacific Northwest, delivered the
following message to the Union Telegraph Company for transmission to Allen, a
barrel maker:
Allen
Modesto, California
Will sell 20M barrel stave sets delivered at your warehouse. Four
twenty per set. Net cash. July shipment. Answer quick.
Mayer
The message as delivered to Allen omitted the word “twenty” in the price.
Allen immediately sent the following telegram:
Mayer
Accept your telegraphic offer on the barrel stave sets. Could also
use some barrel tops and bottoms.
Allen
13. There was no offer because Mayer did not intend to sell the staves at
$4 per set.
14. If Allen were aware of the mistake in the price quoted in the telegram,
he could not enforce the contract at a price of $4 per set.
15. Mayer will prevail in a suit against Allen because there was no written
contract and the Statute of Frauds applies.
16. Mayer is not bound by the erroneous offer because the mistake was made
by Union Telegraph.
17. A contract between Mayer and Allen at a price of $4 per set was made
upon Allen’s telegraphing his acceptance.
18. Neither party is obligated to perform because there was a mutual mis
take of fact.
19. Assuming that a contract was made at a price of $4 per set, Mayer can
recover the difference from Union Telegraph if it was negligent in trans
mitting Mayer’s message.
D. The Grande Mining Company sold all of its assets to the Stoddard
Mining Company for cash. Under the terms of the contract Stoddard assumed
all of the debts of Grande. Stoddard integrated the Grande assets into its opera
tions. It worked several of the Grande mines for two years and continued to pay
both its creditors and those of Grande. Stoddard has begun to default on payments
to its creditors including some of Grande’s.
20. Grande has no liability to its former creditors.
21. The Grande creditors were creditor beneficiaries of the promise by
Stoddard to assume the debts of Grande.
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22. By accepting the payments over the first two years the creditors of
Grande impliedly released Grande from the debts.
23. The consent of the creditors is required for Grande to delegate the
payment of its debts to Stoddard.
24. The creditors could recover against either Grande or Stoddard, but not
both.
25. If Grande pays its former creditors, it will be entitled to reimbursement
from Stoddard.
E. James Scrib & Son, book publishers, and Studio Book Shop entered into
a two-year contract under which Studio agreed to buy from Scrib each month books
having a net invoice price of not less than $200. Scrib agreed to extend credit for
one month on open account and gave Studio the right to return up to 50% of
its book purchases provided that the books were returned within three months of
receipt and that returns did not reduce net purchases for the month to less than
the $200 minimum.
During the first year Studio encountered financial difficulties and became
three months past due in payments on its account which then had a balance of
$826. Biltmore, the owner of Studio, negotiated a change in the terms of the
contract under which he promised to pay the $826 within two weeks if he were
permitted to have (1) a two-month period of open-account credit, (2) the right
to return 70% of book purchases and (3) the $200 minimum for net purchases
reduced to $100. Scrib agreed orally to these changes in order to obtain the $826
payment and upon its receipt Scrib immediately repudiated the changes and
indicated it would sell to Studio only on the terms of the original contract.
26. No consideration was required for the agreement modifying the original
contract to be binding.
27. If consideration were required, the payment within two weeks of the
$826 would constitute consideration.
28. The modification of the contract will be invalid unless the Statute of
Frauds is satisfied.
29. If the modification had been in writing and signed by Scrib, it would
have been binding upon him.
30. Studio is no longer bound by the original contract.

N u m b er 2 (E stim a ted tim e— 2 0 to 2 5 m in u te s)
In stru ction s

Each of the lettered statements of facts below is followed by numbered
sentences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to Articles 3 and 4 of
the Uniform Commercial Code (Commercial Paper and Bank Deposits and
Collections). Use a separate answer sheet to indicate your answer. Your grade
will be determined from your total of correct answers less a penalty of approxi
mately one-half for each of your incorrect answers; an omitted answer will not be
considered an incorrect answer.
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Items to be Answered

A. On April 1, 1971 Howard Norton purchased $10,000 of merchandise
from Mark Kerr to whom he executed and delivered the following instrument:
April 1, 1971
In consideration of merchandise sold and delivered to me this date, I
promise to pay to the order of Mark Kerr the sum of ten thousand dollars
($10,000.00) on November 1, 1971 together with interest at the rate of 6%
per annum from the date hereof. In the event that this instrument is referred
to an attorney for collection, I will pay a reasonable attorney’s fee.
/ s / Howard Norton
31.
32.
33.
34.

The provision for an attorney’s fee makes this instrument nonnegotiable.
The instrument must state the consideration received to be negotiable.
If this instrument were written in pencil, it would not be negotiable.
If this instrument had stated that it was subject to the terms of an
agreement between the parties, it would not be negotiable.
35. This instrument is bearer paper.

B. Harold Sullivan executed and delivered to Paul Wilson a $500 nego
tiable note payable to bearer. Wilson indorsed it: “Pay to the order of Frank Ford
/ s / Paul Wilson.”
36. Ford may negotiate the instrument by delivery alone because it was
originally bearer paper.
37. Wilson’s indorsement is a special, unqualified and nonrestrictive in
dorsement.
38. If Wilson had indorsed the instrument in blank, it would be legal for
Ford to write above Wilson’s indorsement: “Pay to the order of Frank
Ford.”
39. If Ford had indorsed the instrument “For collection only / s / Frank
Ford,” this would be a restrictive indorsement that would prevent fur
ther transfer or negotiation.
40. If Ford indorsed the instrument “Pay to the order of John Duncan $200
/ s / Frank Ford” and delivered it to Duncan, an effective negotiation
would be effected.
C. Gavin Lee delivered a $50 check to Donald Fox. Fox wrongfully raised
the amount to $250 using spaces which Lee negligently had left blank. Then
Fox indorsed and delivered the check to Coppola who took it for value, in good
faith and without notice of the alteration. In due course the check was presented
for payment to Lee’s bank which paid it in good faith and in accordance with
reasonable commercial standards. Lee protested when the bank charged his
account for $250.
41. The bank may not charge Lee’s account for any amount because the
unauthorized material alteration discharges Lee from all liability.
42. The bank may charge Lee’s account for only $50.
43. The bank may charge Lee’s account for $250.
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44. If Lee had stopped payment on the check, Coppola could have recovered
only $50 from Lee.
45. If Coppola was not a holder in due course, he could not recover any
amount from Lee.
D. A bookkeeper prepared the payroll for the several hundred employees of
Allied Corporation and included five fictitious names for nonexistent employees.
Morton, treasurer of the Corporation, signed these five checks drawn on the Valley
Bank. The bookkeeper indorsed the fictitious names on the five checks and de
posited them in her account in the Richmond Bank. Later she withdrew all of
the money and absconded. The Richmond Bank collected the money from the
Valley Bank which charged the Corporation’s account.
46. The five checks drawn to fictitious names are order paper.
47. The bookkeeper’s indorsement in the name of a fictitious payee is an
effective indorsement.
48. The bookkeeper’s indorsement in the name of the fictitious payee is a
forgery.
49. Allied Corporation can recover from the Richmond Bank.
50. Allied Corporation can recover from the Valley Bank.
E. Atlas purchased merchandise from White and upon delivery it issued
in exchange a promissory note payable to the order of White and indorsed by
Cole. At maturity White presented the note for payment; Atlas failed to pay and
White gave Cole due notice of dishonor. In White’s action against Cole on his
indorsement, Cole defended on the grounds that he received no consideration for
the indorsement, that he indorsed the instrument solely for the purpose of lend
ing his name to Atlas and that these facts were known to White.
51. Notice of the accommodation character of Cole’s indorsement was given
because it was not in the chain of title.
52. Judgment in the action would be for Cole.
53. If Cole had signed the instrument as a co-maker and White had brought
an action against him without first attempting to collect from Atlas,
Cole would have a valid defense.
54. In the event that Cole pays the note at maturity he may recover the full
amount from Atlas.
55. If Atlas pays the note at maturity, he may recover against Cole.
F. Percy is the holder of a demand note bearing the indorsement of Carl
Ladd, the payee.
56. To charge the maker the note must be presented for payment.
57. To charge the indorser the note must first be presented to the maker for
payment.
58. Presentment may be made personally, by mail (effective when received)
or through a clearing house.
59. Ladd, the payee of the note, may be a holder in due course.
60. If Ladd indorsed the note “Collection guaranteed / s / Carl Ladd,” his
liability would be primary.
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N um ber 3 (E stim a ted tim e— 2 0 to 2 5 m in u te s)

Instructions
Each of the lettered statements of facts below is followed by numbered
sentences that state legal conclusions relating to those facts. You are to determine
whether each legal conclusion is true or false according to the Uniform Partner
ship and Limited Partnership Acts. Use a separate answer sheet to indicate your
answer. Your grade will be determined from your total of correct answers less a
penalty of approximately one-half for each of your incorrect answers; an omitted
answer will not be considered an incorrect answer.
Items to be Answered
A. Peters, Long, and Tyler formed a general merchandising partnership.
Cash capital contributions were $50,000 from Peters, and $25,000 each from
Long and Tyler. The partnership agreement provides that the partners are to share
profits and losses in proportion to capital contribution balances and that the
partnership is to have a duration of ten years.
61. This is a limited partnership.
62. If the partnership makes a profit of $100,000 during its first year of
operations, Peters is entitled to $50,000.
63. If the partnership agreement were silent on the subject of the division
of profits, the answer to item 62 would be different.
64. If a judgment is entered against the partnership, each of the partners
would be personally liable for the full amount thereof, and the judgment
creditor could proceed to collect from any one of them.
65. In item 64, the judgment creditor must first exhaust the assets of the
partnership before he can proceed against the individual assets of the
partners.
66. If Tyler should die, the partnership would be dissolved as a matter of
law.
67. Any one of the partners may retire from the business at any time and
dissolve the partnership without liability.
B. The partners of the partnership described in part “A” decided to admit
Kramer as a partner if he would make a capital contribution of $25,000 and
Kramer agreed to this. At the time of Kramer’s admission the partnership agree
ment was amended to provide that no partner shall make any contract for the
firm involving more than $50,000 without the express consent of all other partners.
68. Kramer’s admission required the dissolution of the old partnership and
the formation of a new partnership.
69. Kramer would be liable personally for obligations of the partnership
incurred prior to his admission.
70. If Kramer is liable for partnership obligations incurred prior to his
admission to the firm, such obligations could be collected out of both
his partnership and personal assets.
71. If Kramer as a partner on behalf of the firm and in the normal course of
business signs a contract obligating the firm to buy $150,000 worth of
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merchandise without first obtaining the consent of all of his partners,
the firm may disaffirm the contract.
The answer to item 71 would be different if the party with whom
Kramer contracted was aware of the limitation on Kramer’s authority
contained in the partnership agreement.
If Kramer made the contract described in item 71, he would be liable
to his partners for any loss suffered as a result.
If Kramer made the contract described in item 71 for his own account,
he would have breached his fiduciary obligations to his partners.
In item 74 Kramer would be liable to his partners for any profit he
made on the contract.

C. Assume that Tyler, one of the partners in the partnership described
in parts “A” and “B,” has died.
76. Tyler’s death terminates the partnership.
77. Tyler’s estate would not be liable to third persons for partnership busi
ness transactions conducted prior to his death.
78. If after Tyler’s death the surviving partners enter into a new contract
with Smith, an old customer of the firm who had no actual notice of
Tyler’s death, Tyler’s estate could be liable to Smith as a partner.
79. If a proper notice of dissolution were published prior to the making of
the contract described in item 78 and Smith had not extended credit
to the partnership prior to Tyler’s death, Tyler's estate would not be
liable to Smith.
80. If the surviving partners decide to continue the business as a new
partnership, creditors of the old partnership also are creditors of the
new partnership.
81. If the surviving partners continue the business and fail to settle accounts
with Tyler’s estate, the estate may have the value of Tyler’s interest
determined as of the date of his death and may recover this amount
from the new partnership.
D. Crocker, Baxter, and Morton are partners in a grocery store. While Bax
ter and Morton were on vacation and could not be reached, Crocker decided (1)
to sell the assets and goodwill of the business to Peterson at a price that Crocker
felt was in excess of value and (2) to submit a claim again the partnership to
arbitration.
82. Crocker has no authority to dispose of the partnership’s assets and
goodwill.
83. Crocker has authority to submit the claim to arbitration.
84. Although Crocker had no authority from his partners to dispose of the
assets and goodwill or to submit the claim to arbitration, Crocker’s
acts have bound the partnership.
85. If Crocker had contacted his partners to ask for their concurrence prior
to selling the business and submitting the claim to arbitration and Baxter
agreed with Crocker but Morton did not, Crocker would have had
authority to bind the partnership.
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E. Cooper and Jordon have conducted a brokerage business as a partner
ship for some years. Recently they decided to admit Yancy as a limited partner
and to conduct the business in the future as a limited partnership. Accordingly
Cooper, Jordan and Yancy executed a limited partnership agreement and as re
quired by law they duly filed an appropriate certificate which recited that Cooper
and Jordon were the general partners and that Yancy was the limited partner.
The agreement provided for an equal division of profits.
86. As a limited partner Yancy must contribute cash or property to the
partnership.
87. Yancy would not be liable personally to creditors of the firm.
88. If Yancy actively participated in the management of the business, he
still would not be liable personally to creditors of the firm.
89. Without any contrary provision in the agreement, Yancy validly could
assign his interest to another and his assignee would have an absolute
right to be substituted for Yancy as a limited partner.
90. Cooper validly can be a limited and general partner at the same time.
N um ber 4 (E stim a ted tim e— 2 5 to 3 0 m in u te s)
Part a. In connection with the examination of the financial statements of G. F.
Riggs, Inc. for the year ended September 30, 1971 a question arose regarding
a claim to the proceeds of an insurance policy on the life of John Maxwell, one
of G. F. Riggs’ employees. An investigation revealed the following:
G. F. Riggs installs and repairs industrial and home heating systems. On
August 11, 1968 John Maxwell was hired by the Corporation as superintendent
and chief estimator. He was to devote his entire time to his assigned duties which
were “superintending, estimating, soliciting, etc.,” and “to put forth his best
efforts at all times with a view to aiding in the management and progress of
G. F. Riggs, Inc. in every way.” For his services Maxwell was to receive a salary
of $28,500 per year plus a 5% commission on all sales which resulted from his
individual efforts. Furthermore, Maxwell was granted a nontransferable option
to buy 500 shares of G. F. Riggs common stock at $20 a share. The Corporation
had a right of first refusal to purchase Maxwell’s shares in the event that Maxwell,
his estate or heirs sought to sell the shares to anyone other than existing share
holders. Maxwell exercised the option on May 2, 1970 and owned 500 shares
of the 40,000 shares outstanding.
In applying for the job Maxwell had lied about his age, indicating that he
was three years younger than he actually was. Shortly after the hiring G. F. Riggs
purchased a life insurance policy with a face amount of $100,000 on Maxwell’s
life and indicated in the application that his age was 42 years (instead of 45).
Maxwell consented in writing to the Corporation’s insuring him, took the physical
examination and signed the application.
Maxwell committed suicide on September 15, 1971. The insurer has denied
liability because (1) G. F. Riggs had no insurable interest in the life of Maxwell
at the time the insurance was taken out, (2) there was a material misrepresenta
tion of the insured’s age and (3) the suicide voids the policy.
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Required:
Should an account receivable be established by G. F. Riggs, Inc. for the
face (or some other) amount of the insurance policy on the life of Maxwell?
Explain.
P art b. Skidmore Trucking Company decided to expand its operations into the

warehousing field. After examining several available properties it decided to pur
chase a carbarn for $100,000 from a local bus company and to convert it into a
warehouse. The standard real estate purchase contract was signed by the parties.
The contract obligated Skidmore to pay the seller on an apportioned basis for
the prepaid premiums on the existing fire insurance policy ($100,000 extended
coverage). The policy expired two years and one month from the closing date.
At the closing the seller duly assigned the fire insurance policy to Skidmore
in return for the payment of the apportioned amount of the prepaid premiums;
but Barton W. Broxbury, the attorney for Skidmore, failed to notify the insurance
company of the change in ownership.
Skidmore took possession of the premises and after extensive renovation
began to use the building as a warehouse. Soon afterward one of Skidmore’s em
ployees negligently dropped a lighted cigarette into a trash basket and started a
fire which totally destroyed the building.
Required:
What are the legal problems and implications of these facts? Discuss.

Number 5 (Estimated time— 25 to 30 minutes)
P art a. The CPA firm of Winston & Mall was engaged by the Fast Cargo
Company, a retailer, to examine its financial statements for the year ended August
31, 1971. It followed generally accepted auditing standards and examined trans
actions on a test basis. A sample of 100 disbursements was used to test vouchers
payable, cash disbursements and receiving and purchasing procedures. An investi
gation of the sample disclosed several instances where purchases had been recorded
and paid for without the required receiving report being included in the file of
supporting documents. This was properly noted in the working papers by Martin,
the junior who did the sampling. Mall, the partner in charge, called these facts
to the attention of Harris, Fast Cargo’s chief accountant, who told him not to
worry about it, that he would make certain that these receiving reports were prop
erly included in the voucher file. Mall accepted this and did nothing further to
investigate or follow-up on this situation.
Harris was engaged in a fraudulent scheme whereby he diverted the merchan
dise to a private warehouse where he leased space and sent the invoices to Fast
Cargo for payment. The scheme was discovered later by a special investigation
and a preliminary estimate indicates that the loss to Fast Cargo will be in excess
of $20,000.
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Required:
1. What is the liability, if any, of Winston & Mall in this situation? Discuss.
2. What additional steps, if any, should have been taken by Mall? Explain.
Part b. Barton and Co. have been engaged to examine the financial statements
for Mirror Manufacturing Corporation for the year ended September 30, 1971.
Mirror Manufacturing needed additional cash to continue its operations. To raise
funds it agreed to sell its common stock investment in a subsidiary. The buyers
insisted upon having the proceeds placed in escrow because of the possibility of
a major contingent tax liability. Carter, president of Mirror, explained this to
Barton, the partner in charge of the Mirror audit. He indicated that he wished
to show the proceeds from the sale of the subsidiary as an unrestricted current
account receivable. He stated that in his opinion the government’s claim was
groundless and that he needed an “uncluttered” balance sheet and a “clean”
auditor’s opinion to obtain additional working capital. Barton acquiesced in this
request. The government’s claim proved to be valid and, pursuant to the agreement
with the buyers, the purchase price of the subsidiary was reduced by $450,000.
This, coupled with other adverse developments, caused Mirror to become insolvent
with assets to cover only some of its liabilities. Barton and Co. is being sued by
several of Mirror’s creditors who loaned money in reliance upon the financial
statements upon which it rendered an unqualified opinion.

Required:
What is the liability, if any, of Barton and Co. to the creditors of Mirror
Manufacturing? Explain.
P art c. In conducting the examination of the financial statements of the Farber
Corporation for the year ended September 30, 1971, Harper, a CPA, discovered
that Nance, the president who was also one of the principal stockholders, had
borrowed substantial amounts of money from the Corporation. He indicated
that he owned 51% of the Corporation, that the money would be promptly repaid
and that the financial statements were being prepared for internal use only. He
requested that these loans not be accounted for separately in the financial state
ments, but be included in the other current accounts receivable. Harper acquiesced
in this request. Nance was correct as to his stock ownership and the fact that
the financial statements were for internal use only. However, he subsequently
became insolvent and was unable to repay the loans.

Required:
What is Harper’s liability? Explain.
Number 6 (Estimated time— 20 to 25 minutes)
P art a. Dobbins, Eckert and Nash formed the DEN Corporation to conduct their

automobile business. The stock was issued in equal numbers of shares to each
of them. At the time of incorporation, the three stockholders entered into an
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agreement which included a provision that the Corporation’s stock could not be
sold to an outsider unless it were first offered to the Corporation at the same
price and on the same terms and conditions.
Required:
1. Are the terms of the stockholders’ agreement relating to the sale of the
Corporation’s stock valid? State “yes” or “no” and explain.
2. Assume that the restrictions on the sale of the Corporation’s stock are
valid and that in violation of the stockholders’ agreement Eckert sold his stock to
Jordan who purchased the stock in good faith and without notice of the stock
holders’ agreement. Eckert’s stock certificate made no reference to the agreement.
In such a case may the Corporation or Dobbins and Nash void the sale by Eckert
to Jordan? State “yes” or “no” and explain.
Part b. Eastern Phosphate Company was incorporated to “exploit phosphate
resources and to deal in all manner of phosphate products.” In recent years
Eastern’s business has been on the decline and the board of directors decided
to terminate its phosphate business and to enter the real estate development busi
ness. To carry out this plan the directors voted to sell all of the Corporation’s
operating assets which would not be needed in the real estate business and to
invest the proceeds in undeveloped land.
Required:
1. Assume that Lake, an Eastern stockholder, learns of the directors’ plans
and that he and other Eastern stockholders violently disagree with them. What
rights, if any. do Lake and other dissenting stockholders have? Explain.
2. Assume that Eastern proceeds with the directors’ plan and sells its operat
ing assets. Then Eastern’s irate stockholders replace the entire board of directors
with new members who seek to set aside the sale of assets. Will the new directors
succeed? State “yes” or “no” and explain.
3. Assume that as a result of implementing the plans of the old board of
directors, Eastern suffers heavy losses. What rights, if any, do the stockholders
of Eastern have against the members of the old board? Explain.

Number 7 (Estimated time— 20 to 25 minutes)
Davis Hardware, Inc., a wholesale distributor of hardware products,
needed $100,000 of additional working capital. It made arrangements to borrow
this amount from the State Bank. The parties signed a loan agreement which
provided that the Bank would lend Davis $100,000 secured by a security interest
in “Davis’ present and future inventory and accounts receivable and the proceeds
thereof.” The parties also signed a financing statement containing the same descrip
tion of the collateral. The Bank then filed the financing statement in the appro
priate public office. One week later the Bank loaned Davis the $100,000. One
year later Davis defaulted in the repayment of the loan and the Bank attempted
Part a.
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to enforce its security interest. Davis contended that the security agreement was
unenforceable because (1) the loan was not made on the day that the security
agreement was signed; (2) the Bank could not acquire a security interest in future
inventory and future accounts receivable and (3) the description of the collateral
in the security agreement and the financing statement was legally insufficient.
R eq u ired

Discuss the legal validity of each of Davis’ defenses.
In the course of an examination of the financial statements of National
Finance Company for the year ended September 30, 1971 the auditors learned
that the Company has just taken possession of certain heavy industrial equipment
from Nevins Manufacturing Company, a debtor in default, which previously
borrowed $80,000 from National secured by a security interest in that collateral.
P art b.

R e q u ir e d :

1. Can National sell the collateral at a private sale? State “yes” or “no” and
explain.
2. Can National retain the collateral in satisfaction of the secured obligation
under any circumstances? State “yes” or “no” and explain.
3. Can Nevins redeem the collateral under any circumstances? State “yes”
or “no” and explain.

N u m b er 8 (E stim ated tim e— 2 0 to 2 5 m in u te s)

On October 1 Great Puppet Shows, Inc. hired Mandrake as its new pur
chasing agent. The Company knew that Puppetland Corp, was interested in selling
certain stage scenery and props but it believed that it could purchase the property
for less money if it did not disclose its identity. Therefore, it instructed Mandrake
to drive over to Puppetland’s office the next day and negotiate for the purchase
of the property in his own name without disclosing the Company’s identity.
Mandrake was authorized to spend up to $5,000.
On October 2 Mandrake negotiated and signed a contract with Puppetland for
the purchase of the property for $4,500 and for delivery and payment on
October 15.
After signing the contract Mandrake began to drive back to the Company
office. On the way he stopped at a bar for a few drinks which he knew was in
violation of a Company policy which prohibited drinking of alcoholic beverages
during working hours. After becoming intoxicated he left the bar and began
driving to the office. Enroute he negligently struck and killed a pedestrian. Upon
learning these facts the Company immediately discharged Mandrake who then
advised Puppetland that when he signed the contract in his own name he was
really doing so for his former employer’s benefit and that he wanted nothing more
to do with the contract.
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Required:
a. Does Pupppetland have the right to enforce the contract against the
Company? State “yes” or “no” and discuss.
b. Does Puppetland have the right to enforce the contract against Mandrake?
State “yes” or “no” and discuss.
c. Does the Company have the right to enforce the contract against Puppet
land? State “yes” or “no” and discuss.
d. Does the pedestrian’s estate have a right to recover against Mandrake
and Great Puppet? State “yes” or “no” and discuss.
e. Does the Company have a right to recover against Mandrake if it incurs
any liability to the pedestrian’s estate? State “yes” or “no” and discuss.

EXAM INATION IN ACCOUNTING TH EO R Y
(T h e o r y o f A ccou n ts)
N ovem ber 5, 1 9 7 1 ; 1 :30 to 5 :0 0 p .m .
N u m b er 1 (E stim a ted tim e— 2 5 to 3 0 m in u te s)

Instructions
Select the best answer for each of the following items which relate to a variety
of financial accounting concepts. Use a separate answer sheet to indicate your
answer. Choose only one answer for each item. Your grade will be determined
from your total of correct answers.
The following is an example of the manner in which the answer sheet should
be marked:
Item
99. The current asset section of the balance sheet should include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
99. b.
Item s to be A nsw ered

1. If business conditions are stable, a decline in the number of days’ sales
outstanding from one year to the next (based upon a company’s accounts receiv
able at year-end) might indicate
a. A stiffening of the company’s credit policies.
b. That the second year’s sales were made at lower prices than the first
year’s sales.
c. That a longer discount period and a more distant due date were
extended to customers in the second year.
d. A significant decrease in the volume of sales of the second year.
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2. In pricing inventories at the lower of cost or market a method of deter
mining cost that cannot be used for both financial and federal income tax reporting
is
a. FIFO.
b. LIFO.
c. Weighted average.
d. Specific identification.
3. The use of a Discounts Lost account implies that recorded cost of a
purchased inventory item is its
a. Invoice price.
b. Invoice price plus the purchase discount lost.
c. Invoice price less the purchase discount taken.
d. Invoice price less the purchase discount allowable whether or not
taken.
4. The primary basis of accounting for inventories is cost. A departure
from the cost basis of pricing the inventory is required only when there is evidence
that when the goods are sold in the ordinary course of business their
a. Selling price will be less than their replacement cost.
b. Utility will be less than their cost.
c. Replacement cost will be more than their net realizable value.
d. Replacement cost will be less than their cost.
5. In those rare instances where appraisal increments in the value of plant
and equipment have been recorded, depreciation on the appraisal increments
should be
a. Ignored because the increments have not been paid for and should
not be matched with revenue.
b. Charged to retained earnings.
c. Charged to expense.
d. Charged to an appropriation of retained earnings.
6. The consistency standard of reporting requires that
a. Expenses be reported as charges against the period in which they are
incurred.
b. The effect of changes in accounting upon income be properly dis
closed.
c. Extraordinary gains and losses should not appear on the income
statement.
d. Accounting procedures be adopted which give a consistent rate of
return.
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7. If losses and prior period adjustments are ignored, an exception to the
general rule that costs should be charged to expense in the period incurred is
a. Depreciation charges on equipment used in the construction of a new
building for the company’s own use.
b. Factory overhead costs on a product manufactured and sold during
the accounting period.
c. Idle manufacturing capacity costs when a plant is closed unexpec
tedly due to a strike.
d. The cost of abnormal shrinkage and scrap incurred in the manufac
ture of a product included in ending inventory.
8. If bonds are issued initially at a discount and the straight-line method of
amortization is used for the discount, interest expense in the earlier years will be
a. Greater than if the compound interest method were used.
b. The same as if the compound interest method were used.
c. Less than if the compound interest method were used.
d. Less than the amount of the interest payments.
9. The current section of a balance sheet should never include
a. A receivable from a customer not collectible for over one year.
b. Deferred income taxes resulting from interperiod income tax alloca
tion.
c. Goodwill arising in a business combination accounted for as a
purchase.
d. Premium paid on a bond investment.
10. Plant assets may properly include
a. Deposits on machinery not yet received.
b. Idle equipment awaiting sale.
c. Property held for investment purposes.
d. Land held for possible use as a future plant site.
11. An
a.
b.
c.
d.

item that is not a contingent liability is
Notes receivable discounted.
Accommodation endorsements on customer notes.
Additional compensation that may be payable on a dispute now
being arbitrated.
Estimated claims under a service warranty on new products sold.

12. When the fiscal year of the taxpayer is different from that of the taxing
authority, the amount of the taxpayer’s monthly accrual of property taxes should
be based upon
a. The taxpayer’s fiscal year.
b. The taxing authority’s fiscal year.
c. A 12-month period beginning with the assessment date.
d. A 12-month period beginning with the lien date.
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13. Cash dividends are usually declared on one date, payable on a subse
quent date to stockholders of record on some intermediate date. Conceptually the
investor-stockholder has realized revenue from the dividend on the date
a. The dividend is declared.
b. Of record.
c. The corporation mails the dividend check.
d. The stockholder receives the dividend check.
14. The outstanding common stock of Mevlas, Inc. is owned 85% by the
Airam Company and 15% by Nime, Inc. On Airam Company’s consolidated state
ments Nime, Inc. should be considered
a. An investor.
b. An unconsolidated subsidiary.
c. An affiliate.
d. A minority interest.
15. In the preparation of consolidated financial statements, intercompany
items for which eliminations will not be made are
a. Purchases and sales where the parent employs the equity method.
b. Receivables and payables where the parent employs the cost method.
c. Dividends received and paid where the parent employs the equity
method.
d. Dividends receivable and payable where the parent employs the
equity method.
16. The account(s) in a foreign subsidiary’s trial balance that should not be
translated to domestic currency in terms of the current rate of exchange would be
a. Sales.
b. Intercompany accounts payable incurred during the year.
c. Long-term liabilities incurred several years ago.
d. Long-term receivables obtained several years ago.
17. Tree Company acquired 80% of the outstanding stock of Limb Com
pany, a foreign company. In preparing consolidated statements the paid-in capital
of Limb Company should be translated into dollars at the
a. Exchange rate effective when Limb Company was organized.
b. Current exchange rate.
c. Average exchange rate for the period Tree Company has held the
Limb Company stock.
d. Exchange rate effective at the date Tree Company purchased the
Limb Company stock.
18. The concept of the accounting entity is applicable
a. Only to the legal aspects of business organizations.
b. Only to the economic aspects of business organizations.
c. Only to business organizations.
d. Wherever accounting is involved.
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19. Each year a company has been investing an increasingly greater amount
in machinery. Since there are a large number of small items with relatively similar
useful lives, the company has been applying the straight-line depreciation method
at a uniform rate to the machinery as a group, The ratio of this group’s total
accumulated depreciation to the total cost of the machinery has been steadily
increasing and now stands at .75 to 1. The most likely explanation of this increas
ing ratio is that the
a. Estimated average life of the machinery is greater than the actual
average useful life.
b. Estimated average life of the machinery is equal to the actual
average useful life.
c. Estimated average life of the machinery is less than the actual
average useful life.
d. Company has been retiring fully depreciated machinery that should
have remained in service.
20. Other things being equal, income computed by the direct costing method
will exceed that computed by an absorption cost method if
a. Units produced exceed units sold.
b. Units sold exceed units produced.
c. Fixed manufacturing costs increase.
d. Variable manufacturing costs increase.
N u m b er 2 (E stim a ted tim e— 2 5 to 3 0 m in u te s)
Instructions

Select the best answer for each of the following items which relate to Opinions
of the Accounting Principles Board. Use a separate answer sheet to indicate your
answer. Choose only one answer for each item. Your grade will be determined
from your total of correct answers.
Item s to be A nsw ered

21. A statement of changes in financial position typically would not disclose
the effects of
a. Capital stock issued to acquire productive facilities.
b. Stock dividends declared.
c. Cash dividends declared but not yet paid.
d. A purchase and immediate retirement of treasury stock.
22. A basic objective of the statement of changes in financial position is to
a. Supplant the income statement and balance sheet.
b. Disclose changes during the period in all asset and all liability
accounts.
c. Disclose the change in working capital during the period.
d. Provide essential information for financial statement users in making
economic decisions.
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23. When measuring the present value of future rentals to be capitalized as
part of the purchase price in a lease that is to be accounted for as a purchase,
identifiable payments to cover taxes, insurance and maintenance should be
a. Included with the future rentals to be capitalized.
b. Excluded from future rentals to be capitalized.
c. Capitalized but at a different discount rate and recorded in a different
account than future rental payments.
d. Capitalized but at a different discount rate and for a relevant period
that tends to be different than for the future rental payments.
24. Material gains resulting from sale-and-lease-back transactions usually
should be accounted for
a. As an ordinary gain of the period of the transaction.
b. As an extraordinary gain of the period of the transaction.
c. By amortizing the gain over the life of the lease.
d. By crediting the gain to the cost of the related property.
25. Under the financing method of accounting for leases the excess of aggre
gate rentals over the cost of leased property should be recognized as revenue of the
lessor
a. In increasing amounts during the term of the lease.
b. In constant amounts during the term of the lease.
c. In decreasing amounts during the term of the lease.
d. After the cost of leased property has been fully recovered through
rentals.
26. In accounting for a lease the account(s) that should appear on the
balance sheet of a lessor if he used the financing method but not if he used the
operating method would be the
a. Investment in Leased Property account.
b. Investment in Leased Property and Estimated Residual Value ac
counts.
c. Contracts Receivable for Equipment Rentals and Investment in
Leased Property accounts.
d. Contracts Receivable for Equipment Rentals and Estimated Residual
Value accounts.
27. Shares of treasury stock delivered to effect a business combination that
is properly accounted for by the pooling-of-interests method should be accounted
for as being
a. A reissue of treasury shares.
b. A reissue of treasury shares at fair market value.
c. Retired and then newly issued.
d. Retired and then newly issued at fair market value.
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28. When a parent company applies the pooling-of-interests method of
accounting to a business combination effected at midyear, the income statement
for the year
a. Must be consolidated and should report the parent’s income for the
whole year and the subsidiary’s income earned since the combination.
b. Must be consolidated and report income for both parent and subsidi
ary for the entire year with footnotes as to certain income statement
items of the separate companies for the first half of the year.
c. May be unconsolidated and should report the parent’s income for the
whole year and the subsidiary’s income earned since the combination.
d. May be unconsolidated and should report the parent’s income for the
whole year and the dividends received from the subsidiary since the
combination.
29. For a closely-held corporation the declaration of a 15% stock dividend
should be accounted for by
a. Capitalizing retained earnings equal to the par value of shares issued.
b. Capitalizing retained earnings equal to the fair market value of the
shares issued.
c. Capitalizing an arbitrary amount of retained earnings.
d. Only a memorandum entry in the capital accounts.
30. Immediate recognition, spreading and averaging are three techniques
which affect the annual pension cost provision through the
a. Recognition of actuarial gains and losses.
b. Determination of the normal cost.
c. Amortization of past service cost.
d. Funding of the plan.
31. In accounting for a pension plan any difference between the pension cost
charged to expense and the payments into the fund should be reported as
a. An offset to the liability for past service cost.
b. Accrued or prepaid pension cost.
c. An operating expense in this period.
d. An accrued actuarial liability.
32. Classification as an extraordinary item on the income statement would
be most appropriate for the
a. Unused portion of a capital loss to be carried forward.
b. Substantial write-off of obsolete inventories.
c. Sale of investments not acquired for resale.
d. Amortization of past service costs of a pension plan.
33. If long-term investments of a manufacturing company are sold at a gain
of $80,000 and this transaction increased income taxes by $20,000, the income
statement for the period would disclose these effects as
a. Operating income of $80,000 and an increase in income tax expense
of $20,000.
b. Operating income net of applicable taxes, $60,000.
c. A prior period adjustment net of applicable taxes, $60,000.
d. An extraordinary item net of applicable taxes, $60,000.
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34. In the preparation of financial statements the accounts of a wholly owned
subsidiary which exists primarily for the purpose of leasing property to the parent
company should be
a. Included in consolidated statements.
b. Excluded from consolidated statements because inclusion would
destroy interfirm comparability.
c. Disclosed by the equity method of accounting for investments.
d. Ignored if the parent company capitalizes the related leaseholds.
35. The installment method of recognizing revenue is not acceptable for
financial reporting if
a. The collectibility of the sales price is reasonably assured.
b. The installment period is less than 12 months.
c. The method is applied to only a portion of the total.
d. Collection expenses can be reasonably predicted.
36. When the realization of the tax effects of a loss carryforward is assured
beyond any reasonable doubt, recognition of tax benefits in the loss year requires
a. The establishing of a deferred credit equal to future tax reductions.
b. The establishing of a deferred charge to future tax expense.
c. The establishing of a receivable from the taxing authority.
d. Only a footnote to the financial statements.
37. In accounting for individual deferred compensation contracts on the
accrual basis, cumulative charges to expense during the period of active employ
ment should approximate
a. The present value of future services to be performed.
b. The estimated present value of future payments.
c. The total amount of payments reasonably estimated to be made.
d. An estimated percentage of the employee’s cumulative earnings.
38. Proceeds from an issue of debt securities having stock purchase warrants
should not be allocated between the debt and equity features when
a. The market value of the warrants is not readily available.
b. Exercise of the warrants within the next few fiscal periods seems
remote.
c. The allocation would result in a discount on the debt security.
d. The debt securities must be surrendered to exercise the warrants.
39. Convertible debentures that are common stock equivalents are not con
sidered in computing primary earnings per share if the
a. Convertible debentures failed to meet the common stock equivalency
test at the date of issuance.
b. Convertible debentures failed to meet the common stock equivalency
test for any year since the date of issuance.
c. Inclusion decreases the loss per share.
d. Inclusion dilutes earnings per share.
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40. In computing earnings per share, options and warrants to acquire com
mon stock are
a. Always classified as common stock equivalents.
b. Classified as common stock equivalents only if they have a dilutive
effect.
c. Considered only when computing fully diluted earnings per share.
d. Treated in the same manner as senior securities.

Number 3 (Estimated time— 25 to 30 minutes)
Part a. It has been said that the use of the LIFO inventory method during an
extended period of rising prices and the expensing of all human resource costs are
among the accepted accounting practices which help create “secret reserves.”
Required:
1. What is a “secret reserve”? How can “secret reserves” be created or
enlarged?
2. What is the basis for saying that the two specific practices cited above tend
to create “secret reserves”?
3. Is it possible to create a “secret reserve” in connection with accounting
for a liability? If so, explain or give an example.
4. What are the objections to the creation of “secret reserves”?
Part b. It has also been said that “watered stock” is the opposite of a “secret
reserve.”
Required:
1. What is “watered stock”?
2. Describe the general circumstances in which “watered stock” can arise.
3. What steps can be taken to eliminate “water” from a capital structure?

Number 4 (Estimated time— 25 to 30 minutes)
Southern Fried Shrimp sells franchises to independent operators throughout
the Southeastern part of the United States. The contract with the franchisee includes
the following provisions:
• The franchisee is charged an initial fee of $25,000. Of this amount $5,000
is payable when the agreement is signed and a $4,000 noninterest bearing note is
payable at the end of each of the five subsequent years.
• All of the initial franchise fee collected by Southern Fried Shrimp is to be
refunded and the remaining obligation canceled if, for any reason, the franchisee
fails to open his franchise.
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• In return for the initial franchise fee Southern Fried Shrimp agrees to (1)
assist the franchisee in selecting the location for his business, (2) negotiate the
lease for the land, (3) obtain financing and assist with building design, (4) super
vise construction, (5) establish accounting and tax records and (6) provide expert
advice over a five-year period relating to such matters as employee and manage
ment training, quality control and promotion.
• In addition to the initial franchise fee the franchisee is required to pay to
Southern Fried Shrimp a monthly fee of 2% of sales for menu planning, recipe
innovations and the privilege of purchasing ingredients from Southern Fried Shrimp
at or below prevailing market prices.
Management of Southern Fried Shrimp estimates that the value of the services
rendered to the franchisee at the time the contract is signed amounts to at least
$5,000. All franchisees to date have opened their locations at the scheduled time
and none has defaulted on any of the notes receivable.
The credit ratings of all franchisees would entitle them to borrow at the
current interest rate of 10%. The present value of an ordinary annuity of five
annual receipts of $4,000 each discounted at 10% is $15,163.
R e q u ir e d :

a. Discuss the alternatives that Southern Fried Shrimp might use to account
for the initial franchise fee, evaluate each by applying generally accepted account
ing principles to this situation and give illustrative entries for each alternative.
b. Given the nature of Southern Fried Shrimp’s agreement with its fran
chisees, when should revenue be recognized? Discuss the question of revenue
recognition for both the initial franchise fee and the additional monthly fee of 2%
of sales and give illustrative entries for both types of revenue.
c. Assuming that Southern Fried Shrimp sells some franchises for $35,000
which includes a charge of $10,000 for the rental of equipment for its useful life
of ten years, that $15,000 of the fee is payable immediately and the balance on
noninterest bearing notes at $4,000 per year, that no portion of the $10,000 rental
payment is refundable in case the franchisee goes out of business and that title to
the equipment remains with the franchisor; what would be the preferable method
of accounting for the rental portion of the initial franchise fee? Explain.

Number 5 (Estimated time— 25 to 30 minutes)
The Tax Reform Act of 1969 significantly changed the federal income tax
treatment of transactions involving the disposal of capital assets held for more
than six months. These changes include:
• Increasing the alternative tax rate applicable to capital gains.
• Designating long-term capital gains as potential "tax-preference income.”
• Limiting the amount of a long-term capital loss deductible by noncor
porate taxpayers to 50% of the loss.
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Required:
a. Discuss the arguments (1) for and (2) against taxing long-term capital
gains at rates lower than those imposed upon ordinary income.
b. Give the arguments for levying a special tax upon “tax-preference in
come.”
c. Why should only 50% of a long-term capital loss be deductible by non
corporate taxpayers? In your answer discuss any other limitations upon the deduc
tion of such a loss and the reasons for such limitations, if any.
Number 6 (Estimated time— 25 to 30 minutes)
In the recent past the accounting profession has shown substantial interest in
delineating the objectives and principles of accounting. An example of this is State
ment of the Accounting Principles Board No. 4, Basic Concepts and Accounting
Principles Underlying Financial Statements of Business Enterprises, that (1) dis
cusses the nature of financial accounting, the environmental forces that influence
it and the potential and limitations of financial accounting in providing useful
information, (2) sets forth the objectives of financial accounting and financial
statements and (3) presents a description of present generally accepted accounting
principles.
Required:
a. What is the basic purpose of financial accounting and financial state
ments? Discuss.
b. Identify and discuss (1) each of the general and (2) each of the quali
tative objectives of financial accounting and financial statements.
Number 7 (Estimated time— 25 to 30 minutes)
Department A is one of 15 departments in the plant and is involved in the
production of all of the six products manufactured. The department is highly
mechanized and as a result its output is measured in direct machine hours. Variable
(flexible) budgets are utilized throughout the factory in planning and controlling
costs, but here the focus is upon the application of variable budgets only in
Department A. The following data covering a time span of approximately six
months were taken from the various budgets, accounting records and performance
reports (only representative items and amounts are utilized h ere):
• On March 15, 1971 the following variable budget was approved for the
department; it will be used throughout the 1972 fiscal year which begins July 1,
1971. This variable budget was developed through the cooperative efforts of the
department manager, his supervisor and certain staff members from the budget
department.
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1972 Variable Budget — Department A

Controllable Costs
Employee salaries
Indirect wages
Indirect materials
Other costs

Fixed
Amount
Per Month
$ 9,000
18,000

.

Variable
Rate
Per Direct
Machine
Hour
$.07
.09
.03
$.19

6,000
$33,000

• On May 5, 1971 the annual sales plan and the production budget were
completed. In order to continue preparation of the annual profit plan (which was
detailed by month) the production budget was translated to planned activity for
each of the factory departments. The planned activity for Department A was:
For the 12 months ending June 30, 1972
Planned output in
direct machine hours

Year

July

Aug.

Sept.

Etc.

325,000

22,000

25,000

29,000

249,000

• On August 31, 1971 the manager of Department A was informed that his
planned output for September had been revised to 34,000 direct machine hours.
He expressed some doubt as to whether this volume could be attained.
• At the end of September 1971 the accounting records provided the follow
ing actual data for the month for the department:
Actual output in direct machine h o u r s ...................
33,000
Actual controllable costs incurred:
Employee salaries
.......................................
Indirect w a g e s ..........................
Indirect materials
Other c o s ts ..................................................

$ 9,300
20,500
2,850
7,510
$40,160

Required:
The requirements relate primarily to the potential uses of the variable budget
for the period March through September 1971.
a. What activity base is utilized as a measure of volume in the budget for
this department? How should one determine the range of the activity base to which
the variable rates per direct machine hour are relevant? Explain.
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b. The high-low point method was utilized in developing this variable
budget. Using indirect wage costs as an example, illustrate and explain how this
method would be applied in determining the fixed and variable components of
indirect wage costs for this department. Assume that the high-low budget values
for indirect wages are $19,400 at 20,000 direct machine hours and $20,100 at
30,000 direct machine hours.
c.

Explain and illustrate how the variable budget should be utilized:
1. In budgeting costs when the annual sales plan and production budget
are completed (about May 5, 1971 or shortly thereafter).
2. In budgeting a cost revision based upon a revised production budget
(about August 31, 1971 or shortly thereafter).
3. In preparing a cost performance report for September 1971.
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Reserve for self-insurance, presenta
tion
316
Unrecorded transactions, effect
315
Ballinger Paper Products
330
Bank deposits and collections
Accommodation indorser
164
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Accord and satisfaction
309
Bank’s liability for forged signature 102
Breach of warranty of genuine and
valid signature
233
Claim in conversion
233
Consideration, failure of not available
against holder in due course
164
Forged indorsement
40, 233
Holder in due course
164, 233, 376
Indorsements in the name of fictitious
payee
377
Indorsements without recourse
164
Law
40
Liability for certified checks
40
Liability for consequential damages 102
Liability for wrongfully dishonoring a
customer’s check
102
Liability of indorsers in order in
which they sign
102
Prior indorsers not given prompt no
tice of dishonor
102
Raised amount of check
40, 233, 376
Status of parties to a check, explana
tion
164
Stop payments
164
Uniform Commercial Code 38, 233, 376
Without recourse
102
Bankruptcy
Discharge in bankruptcy, effect on
surety
163
Insolvency
36
Involuntary bankruptcy
37
Involuntary petition
164
Law
36
Marshaling of assets doctrine
38
Perfected security interest
38, 164
Preferential liens
164
Preferential transfer of property in
proceeds distribution
37, 164
Repossession from trustee in bank
ruptcy
226
Voluntary bankruptcy
38
Barton and Co.
381
Beach Corporation
241
Bell and Davis
146
Benjamin Industries
186
Bledsoe Corporation
134
Blue sky laws
299
Bonanza Trading Stamps, Inc.
171
Bonds
Accounting recognition of conversion
feature
110
Convertible
110, 238, 239
Conversion, gain or loss
327
Date-of-issue, balance sheet presenta
tion
320
Debt issued with stock purchase war
rants
239, 393

Discount and premium
Interest
Market rate of interest, effect on bond
valuation
Valuation
Braun Corp.
Breakeven
Breakeven, compute minimum rate
Bridge Builders, Inc.
Brighton Corporation
Bronson Company
Budgets—business
Capital budget
111,
Cost of capital, define
Cost of goods sold
Discounted cash flow method
Educational institutions
Expected value
Flexible
High-low method
Manufacturing overhead
Merchandise purchase
Net present value method
Operations budget
Pay-back method
Quantitative methods used in decision
making
Performance budgets
318,
Sales units
Time adjusted rate of return method
Unadjusted accounting rate of return
method
Variable
Bulk transfer
Bullock Corporation
Burr Corp.
Business accounting v. tax accounting
See Financial accounting v. business
accounting
Business combinations
See Combinations
Capital
Paid-in capital
Capital gains and losses
See Tax return
Capital, working
See Working capital
Carter Corporation
Carter Department Stores, Inc.
165,
Cash
Bank cut-off statement
Components
Kiting
Price level change
Unrealized and/or realized gains or
losses, accounting treatment
Unrealized and/or realized gains or
losses, nature

Cash flow, statement
See also Statements, financial
Present value
121, 354
Cash method of accounting
See Tax return
Cash receipts
Document flows
82
Cattlemen’s Bank
102
Cazy Corp.
251
Charitable contributions
See Tax return
Charting, Inc.
82
Chriswell Corporation
230
Church collections and pledges
Internal control
294
City of Delmas
341
City of Homer
65
City of Waterford
131
Clark Company
174
Closely held corporation
See Tax return
Clovis Company
52
COBOL
See Data processing system
Combinations
Mergers, stockholders’ approval 158, 299
Pooling of interests
241, 352
Purchases
241
Comfort letter
288
Commercial paper
Accommodation indorsement
377
Indorsements
39, 376
Indorsements withoutrecourse in case
of fraudulent misrepresentation
39
Law
39
Liability on negotiable time drafts
40
Negotiability
39, 376
Presentation for payment
377
Uniform Commercial Code
38, 376
Commercial Products Corp.
12
Completed-contract method
See Contracts
Tax return
Computer
See Data processing system
Confidence level
See Statistical sampling
Confirmations
See also Accounts receivable
Bank confirmation
80
Characteristics
80, 362
Negative
80, 289
Positive
80
Consistency
See also Accounting principles
Auditing standards
Opinion
Accounting concept
147, 359

328
328
320
320
30
320
19
41
124
184
319
111
270
111
197
111
396
396
270
270
111
111
111
111
396
271
111
111
396
100
43
29

242

99
309
290
172
361
172
172
172
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Consolidated balance sheet
Prepare worksheet
22
Consolidations and mergers
See also Combinations
Goodwill
314
Constructive receipt
324
See also Tax return
Contingent liabilities
237, 388
Contracts
Acceptance at variance with terms
offered
94, 232
Acceptance by mail
161
Accord and satisfaction
161, 223
Adjusting journal entries torecord
122
Agreement modifying contract
161
Anticipatory, breach
100, 232
Assignment of claim
222
Assignment of contract
232
Bilateral contract
41, 223
Breach
100, 224, 232
Completed-contract method
122, 242
Contract negotiated, seller falsely rep
resented as solvent
225
Consideration
161, 375
Creditor beneficiaries
374
“Cure” concept of performance
100
Delegation of duty to pay creditors
94
Disaffirmation by minor
224
Doctrine of impossibility of perform
ance
41
Effectiveness of acceptance by author
ized means
161
Fraud
373
Fraud v. innocent misrepresentation 224
Incidental beneficiaries
223
Innocent misrepresentation
373
Irrevocable offer for stated period
93
Law
93, 222, 225, 373
Lease, exclusive rights and restrictions 373
Legality of memorandum signed by
either party
309
Modification of agreement 163, 308, 375
Modification of contract affects sur
ety’s risk
163
Novation
94
Offer and acceptance 161, 222, 232, 374
Offer to sell withdrawn prior to ac
ceptance
161
Oral agreement to purchase real estate 224
Oral contract
308
Parol evidence rule
373
Percentage-of-completion method
68, 122, 236, 242
Remedies for alteration of specifica
tions
228
Repossession from trustee in bank
ruptcy
226
Requirements of a valid contract
41
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Rescission of contract
373
Rescinding because of misrepresenta
tion
95
Revocation of offer
161
Right to “cover”
100, 232
Risk of loss
227
Sale-or-return transaction
226, 375
Specific performance
224
Statute of frauds
94, 161,224, 308, 309, 375
Surety or guarantor
95
Tort of fraud (deceit)
95
Uniform Commercial Code
93, 161, 223, 225, 232, 309, 373
Unilateral contract
41, 95
Warranty, express
227, 308
Warranty, implied
227
Withdrawal of offer before acceptance
received
94
Corporation
Absence of de jure and de facto status 43
Agreements restricting the transfer of
stock
382
Breach of fiduciary duty of director
43,98, 157
Closed corporation
107, 382, 392
De facto corporation
43
De jure corporation
43, 156
Director’s deal with corporation at
arm’s length after approval of dis
interested majority of board
98
Derivative suits
98, 300, 382
Foreign state of incorporation
299
Invalid corporation
156
Liability under contracts made by
agent prior to incorporation
301
Liquidation
156
Merger, stockholders’ approval 158, 299
Restriction on transfer of stock not
binding upon third parties having
no notice
382
Stockholder contribution less than par 156
Stockholders who object to ultra vires
acts can enjoin the transaction
382
Transfer of assets and liabilities to
and issuance of stock, compute
60
Ultra vires activity
382
Worksheet to determine pro-forma
opening account balances
60
Cost accounting
Absorption costing
319, 390
Breakeven point, compute
135, 274
Budget overhead variance, schedule 184
Cost of finished goods, compute
330
Cost of goods sold, compute
330
Cost of materials used, compute
330
Cost of operations per chargeable
man-hour of professional employ
ees, schedule
63

Direct costs
390
Direct labor per unit standard costs 174
Direct labor variance
174
Employee salaries directly billable to
client, schedule
63
Equivalent units of production, com
pute
21, 330
Indirect costs
320
Labor efficiency variance, schedule 69, 184
Labor rate variance, schedule
69, 184
Low margin item
48
Material price variance, schedule 69, 184
Material quantity variance,
schedule
69, 184
Measure of departmental performance 48
Number of units sold, compute
21
Overhead allocation
115
Physical flow of materials, schedule 330
Production cost per unit
168, 319
Standard cost, schedule
69
Standard cost variances
115
Step-down method of cost allocation 262
Total contribution margin, schedule 135
Unit cost, schedule
184, 330
Unit contribution margin, schedule
135
Unit material cost, schedule
135
Unit variable conversion cost, schedule 135
Cost of goods sold
See also Cost accounting
Tax return
Standard absorption costing
21
Standard direct costing
21
Cost-volume-profit analysis, cost and
revenue behavior
319
See also Cost accounting
Costs
Buildings and equipment
326
Characteristics
53
Historical
108
Imputed
107
Shrinkage and scrap
47
Variable
107
Credit cards
Advantages and disadvantages to par
ticipant
323
Effect on account balances
323
Crowley Corporation
115
DEN Corporation
382
Danberry, Z. D.
281
Data processing system
Batch processing system
212
Boundary protection
212, 296
Central processor
210
COBOL
146
Computer costs, effect on income
329
Computer records, protection
79
Control procedures
26, 78, 296, 370
Control totals
26, 79
Controlling identification numbers
212

Controls outside data processing de
partment
78
Core dumps
211
Core storage
212
Data processing problems, fundamen
tal steps
211
Debugging
211, 296
Documentation
27, 212
Duplicate programs
211
EDP hardware control
296
Error correction
210
Error detection
210
Error log
79
External label
27, 296
File protection ring
26
Flow chart
144, 212
Grandfather-father-son
212, 370
Hardware devices
144
Hash totals
212
Header label
27, 296
Independent control group, location
in organization
211
Internal control
211, 212
Keypunch verification
27, 78
Limit test
26, 213
Looping
210
Machine code
146
Magnetic disks
211, 213
Magnetic disk unit
144
Magnetic tape
27, 212, 370
Magnetic tape drives
211
Magnetic tape header label
144
Memory dump
144
Multiprogramming computer
operations
212
Object language code
146
On-line equipment
210
Operations log
296
Printout
144
Program documentation controls
296
Program run manuals 78, 212, 296
Program testing controls
296
Programmer
211
Protection ring
296
Punch card, sequence of field
211
Random access
213
Real time
213
Repetitive problems
210
Self-checking digits
212
Sequence of data
211
Symbolic language code144, 145, 146
Tape files and software controls 296, 370
Test data
79, 211, 296
Davis Hardware, Inc.
383
Dean Corporation
149
Debt, discount
Amortization, straight-line method
388
Amortization, compound interest
method
388
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Debt, premium
Coupon rate of interest
320
Effective rate of interest
320
Nominal rate of interest
315, 320
Points charged on mortgage note
242
Yield rate of interest
315, 320
Declining-balance method
See Tax return
Deer Sales Corp.
18
Deferred charge to future tax expense
393
Deferred tax
See Tax return
Deferred compensation contracts
Accounting
393
Delaney, Inc.
64
De Mars College
197
Depletion
See also Tax return
Interperiod tax allocation
316
Deposits
Machinery not yet received, included
in plant assets
388
Depreciation
See also Tax return
Annuity method
49
Appraisal increments
387
Compute
329
Group rates
390
On equipment used to construct new
buildings for company
388
Straight line
168
Units of production
237
Devlin, Smith, Jones, and Roe
165
Dider, James
63
Direct cost
See also Cost accounting
Incremental cost
236
Direct labor
Controls
174
Variances
174
Directors
Breach of fiduciary duty
43, 157
Disclosure
See Statements, financial
Report, accountant’s
Discount
Discounts lost
50, 387
Discovery sampling
See Statistical sampling
Dividends
See also Stock distribution
Tax return
Date of revenue recognition
389
Declaration prior to purchase, effect
on investment account
328
Liquidating
107
Stock
107, 170
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Doe Company
182
Downtemp Company
204
Earnings per share
Compute 50, 140, 172, 180, 255, 326, 393
Residual securities, effect
50
Senior securities, effect
50, 172
Treasury stock method applicable to
options and warrants
172
Eastern Phosphate Company
382
Educational institutions
Budgets
197
Edwards and Nevis
102
Electronic data processing
See Data processing system
Equivalent production
Compute
21, 330
Estates
Worksheet for consolidated balance
sheet, prepare
73
Ethics
See Professional conduct
Excellent Carpet Company
103
Expense
Characteristics
53
Extraordinary items
Disclosure net of applicable taxes
392
Gain on sale of long-term investment
of manufacturing company
392
Sale of investments not acquired for
resale
392
Famous Carpet Company
103
Fantastic Fan and Air Conditioning
Corporation
228
Farber Corporation
381
Fast Cargo Company
381
Fees
See Professional conduct
Financial accounting
396
Financial accounting v. tax
accounting
51,324
Financial statements
See Statements, financial
Finest Fashions, Inc.
311
Florida Sunshine Corporation
307
Flow charts
See also Data processing systems
Information flows
82
Internal control
146
Symbols
82, 144
Formulas
Compound interest
249
Franchising
Accounting
394
Fee
394
Finance
394
Revenue recognition
394
Frank George & Co.
214

Fraud
See also Accountant’s liability
Professional conduct
Audit function and fraud
307
Internal control
28
Fredrickson, Caff and Hutchins
163
Friendly Finance Company
163
Fund accounting
317
Funds statement
See Statement of changes in financial
position
Good Hope Hospital
10
Goodwill
See also Intangibles
Partnership
Accounting
322
Acquisition of subsidiary
314
Amortization
316, 322
Balance sheet presentation
388
Compare to other plant assets
322
Defined
241
“Negative” goodwill
241
Grand Fashions, Inc.
308
Grange, Fox, Owens, Hines
102
Graphs
112
See also Quantitative methods
Great Puppet Shows, Inc.
384
Grover Wholesale Electricians
Hardware Co.
60
Growth Products, Inc.
112
Guadagno Corporation
320
Hagren Appliance Corp.
27
Hardware Manufacturing Company
28
Harrison and Franklin
161
Hash totals
See Data processing system
Hayhurst Co.
276
Helen Corp.
332
Higgins Electronics, Inc.
311
Hines Corporation
72
Holder in due course
See Bank deposits and collection
Hospital accounting
Average total hospital charge for
health insurance inpatient, compute 10
Average charge per day for health in
surance inpatients, compute
10
Health insurance program
10
Projected cost per man-minute for
operating room services, compute 262
Projected gross revenue operating
room service, compute
262
Projected gross revenue routine serv
ices, compute
262
Projected number of patient days,
compute
262
Projected operating room manminutes, compute
262

Reimbursement settlement for inpa
tient services, combination method
(with cost finding)
10
Reimbursement settlement for inpa
tient services, departmental ratio of
cost centers method
10
Household Appliances, Inc.
81
Houston Wholesalers, Inc.
367
Howard & Sanders Electrical Contrac
ting Co.
60
Incentive wage plans
Bonus, compute
326
Income
Adjustments, compute
180
Percentage-of-completion method
122
Realization
250
Transaction approach to measurement 108
Income averaging
See Tax return
Income recognition
See Revenue recognition
Income statement
See also Statements, financial
Prepare
6
Projected, prepare
19
Income taxes
See Tax return
Incorporation
Partnership
194
Independence
See also Opinion
Professional conduct
Appearance
88, 146
Fact
88, 146
Financial interest in company audited 88
Indirect financial interest of partners 146
No fee for examination of women’s
club where wife is treasurer-book
keeper
88
Treasurer of church serving without
compensation
88
Indorsements
See Commercial paper
Information systems
Computer-based costs, effect on in
come
329
Initial engagement
Audit program
28
Insider transactions
98
Installment sales
8, 46, 316, 393
See also Tax return
Average unit cost of goods sold, com
pute
204
Cost of goods sold, compute
204
Gain or loss on repossession, compute 204
Recognition of profit
194
Taxable income, compute
204
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Insurance
Accountant’s liability
See Accountant’s liability
Assignment of recovery rights
220
Coinsurance
220, 328
Fire, assignment without insured’s
consent
380
Fire, recoverable amounts
99, 220
Fire, subrogation rights
99
Incontestability clause
99
Insurable interest
99, 219, 380
“Key man” insurance
380
Life, applicant in good health
221
Life, material misrepresentation of in
sured’s age
380
Life, misrepresentation of insured’s
health condition
99
Life, proceeds—tax
See Tax return
Life, subrogation of rights
99
Malpractice
219
Multiple carrier coverage
328
Pro rata liability for multiple carrier
coverage
221
Recovery, precluded by negligence
99
“Self-insurance”
173, 316
Subrogation of rights
219, 220
Intangibles
Accounting
322
Accounting, compared with other
plant assets
322
Amortization
322
Goodwill
322
See also Goodwill
Patents
48,240
Internal control
Church collections and pledges
294
Custodianship of cash working fund 363
Data processing system 26, 78, 210, 296
See also Data processing system,
internal control
Embezzlement
28, 208
Flow chart
146
Internal control questionnaire
146
Inventory system
364
Livestock
216
Memorandum approach
146
Objectives of reviewing
146
Purpose of testing transactions
146
Receiving department copy of pur
chase order
363
Sales commission statement
364
Unclaimed salary check
363
Unqualified report
210
Interperiod tax allocation
324
See also Tax return
Intraperiod tax allocation
324
See also Tax return

Inventories
Abnormal spoilage
319
Adjustments, year end
81
Analysis and control
110
Audit program
81
Base stock
315
Change from LIFO to FIFO
321
Cost basis, departure
387
Cost of unsold lots, schedule
68
Costs, compute
272
Costs of carrying
240
Cut-off adjustments, schedule
68
Direct costing
315
Economic order quantity
110, 240
Excess of replacement cost over LIFO
cost of basic inventory temporarily
liquidated
315
FIFO
169
Finished goods, compute
64, 330
Internal control
364
Lead time
240
LIFO
169, 178, 387
LIFO reserve
321
Manufacturing costs in work in process 168
Markups and markdowns
106
Min-max system control
110
Minimum stock reorder point
110
Observation of beginning inventory 295
Optimum inventory, investment, fac
tors determining
110
Order cycling
110
Overstocking
240
Percentage-of-completion method
122
See also Contracts
Physical observation
81, 207
Physical observation, other procedures 295
Pledged
237
Rate of mark on
177
Reorder point
240
Retail method
106, 168, 177
Safety stock
240
Stabilizing production, advantages
110
Statistical sampling
291
Test counts
81
Understocking
240
Valuation at prime cost
237
Warehouse confirmation
81,290
Weighted average
68
Investment credit
See Tax return
Investment property
Deferred credit, expected gain on sale 295
Write-up to appraisal value
295
Investment revenue account
Adjusting and reclassifying entries
355
Investments
Adjusting and reclassifying entries 73, 355
Adjustments, prepare worksheet
124
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Audit program
80
Authority for purchase
80
Cost method
169, 179, 180
Dividend and interest income
80
Dividend declaration prior to pur
chase, effect
328
Equity method
124, 169, 180, 238
Market value
80
Investments and funds
Marketable securities held to finance
future construction
236
Involuntary conversion
324
See also Tax return
Jackson Financial Development Com
pany
44
Jacob Vocational School
13
Jay Manufacturing, Inc.
109
Jordan Finance Co.
28
Journal adjusting entries
149
“Key man” insurance
See Insurance
Kirby Real Estate Company
43
Kwik-Bild Corporation
238
Lafayette Corporation
180
Lakesedge Utility District
296
Lancaster Electronics
368
Lang Manufacturing Corporation
58
Leases
See also Real property
Assignment of a lease
43
Capitalized
391
Capitalized, exclusion of payment to
cover taxes, insurance, maintenance 391
Distress for rent remedy
43
Financial method of accounting
391
Law
43
Lease rental payments
242
Liability upon death of tenant
43
Measuring present value of future
rentals
391
Operating method
391
Rental portion of initial franchise fee 394
Sale and leaseback
391
Sublease
43
Surrender of rental premises
43
Leasing of equipment
Implicit interest
274
Lease v. purchase
272
Letters of representation
286
See also Accounts receivable
Advantages
149
CPA’s reliance on, iffrom client
149
CPA’s reliance on, iffrom debtor 149
CPA’s reliance on, if from indepen
dent experts
149
Effect on CPA’s examination
80
Information included
80
Lexton Corporation
173

Linear Programming
See Quantitative methods
Statistical techniques
Linus Construction Company
Liquidation
See Partnership
Tax return
Livestock
Internal control
Loan Company
Embezzlement
Internal control
Scope of examination

Losses
Characteristics
Long-term debt
Audit objectives
Audit program
Louis Manufacturing Company
Lowe Company
Major Corporation
22,
Major Electrical, Inc.
Marginal income
Projected, prepare
Marshall, Watson and Gilbert
Martin and Franklin
Martin and Williams
Martin Glassware Company
Matching concept
See Accounting principles
Materiality concept
See Accounting principles
Opinion
Matrix algebra
See Quantitative methods
Measurement
Employee attitudes toward objectives
Net change in present discounted
value of net cash flow
Net income
Performance of an activity
Transaction approach
Medical deductions
See Tax return
Meglow Corporation
Mercury Corporation
Mercury Publishing Company
Metal Industries, Inc.
Minority interests
106,
Mio and Mio, CPAs
Mirror Manufacturing Corporation
Model Business Corporation Act
Mortgage bond indenture requirements
Mountainview Corporation
Municipalities
Accrual basis, recommended funds
Balance sheet, presentation
Bond fund, adjustments
Budget
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216
28
28
28
53
80
80
215
255
148
60
12
19
42
44
99
161

320
108
320
320
108
230
329
309
135
389
103
381
43
290
195
317
318
131
318

Capital projects (bond) fund 131, 317, 341
Debt service (sinking) fund, adjust
ments
341
Depreciation, presentation
317
Enterprise (utility) fund
236, 317
Expenditures chargeable to reserve
for encumbrances
318
General fund, adjustments
65, 131
Intragovernmental service (working
capital) fund
317, 318, 341
Special assessment fund, adjustments
65, 237, 317, 318, 341
Trust (endowment) fund
317
National Finance Company
383
Negative assurance
288
Negotiable warehouse receipts
165
Noches, Inc.
216
Nolan-Paszkowski, Inc.
254
Norwood Corporation
21
Notes receivable

Worksheet adjustments
30
Omega Corporation
98
Opinion
Accounting principles, not generally
accepted
286
Adverse
147, 206, 286, 287
Comfort letter
288
Consistency, lack of
147, 295
See also Consistency
Dated at completion of audit proce
dures
358
Disclaimer
27, 29, 88, 146,
148,208,285,288,359,360
Disclosure, alternate procedure for
physical observation
295
Disclosure, effect of change from
FIFO to LIFO
295
Disclosure, details of pension plan 295
Disclosure, opinionbased on reports
of other auditors
88, 208
Effect of limited scope
27
Financial statements, false or mis
leading
359
Independence, lack of
88, 146, 285
See also Independence
Insufficient evidence obtained
206
Inventory, observation inadequate
81
Inventory, observation omitted
147
Materiality
367
Negative assurance
288
Piecemeal
27, 286
Qualified
147, 206, 286
Qualified, consistency
210
Qualified, subject to
208
Reliance on other auditors 88, 147, 148
Subject to, uncertainty of contingency 208
Unaudited statements 29, 88, 146, 360
Unqualified
205
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Unqualified, alternate inventory pro
cedure
207
Unqualified, internal control
210
Orand and Scanon
42
Organization costs
See Tax return
Overhead
See also Cost accounting
Absorption costing
21, 271
Allocation
115, 136
Cost, schedule
63
Direct costing
21, 271
Estimated (standard) absorption
63
Manufacturing overhead variance
69
Over-absorption
63
Over- or under- applied, compute
21
Under-absorption
63
Variable costs
107
Pace Corp.
88
Paid in capital in excess of par
Treasury stock, excess of cost over
subsequent sales price
49
Partnership
See also Tax return
Admission of a partner 160, 176, 378
Agreement
155
Breach of fiduciary relationship to
other partners
378
Capital balances, compute
8, 176
Cash distribution
176
Compensation and profits
47, 378
Death of a partner
159,231,378,379
Dissolution 42, 155, 159, 160, 176, 231, 378
Dissolution, unilateral
42
Financial statements
359
Goodwill
60, 108, 194, 327
Goodwill, new partner admitted
8
Incorporation
60, 194
Law
42, 159, 378
Liability of a limited partner
380
Liability of partners
155, 231, 378
Liability of partners for firm debts
existing prior to entry into firm
42, 160, 378
Liability of partners for firm debts
contracted subsequent to entry
into firm
160
Liability on contracts contrary to
limitations of partner’s agreement 378
Limited partnership
159, 380
Liquidation
47
Novation
42, 160
Ownership of partnership property 160
Personal liability of partner
159
Retirement of a partner
160
Taxation
189
Unauthorized disposition of partner
ship assets and goodwill
379

Net cash flows, compute
121, 354
Purchase price of equipment, com
pute
273
Salvage value of equipment, compute 273
Value for firm as a whole com
pared to value of total for the in
dividual assets
32
Preston Corporation
352
Price-level change
Effects on cash
172
Price-level financial statements
348
Equipment—accumulated deprecia
tion schedule
138
Prince Realty Corporation
311
Principal and agent
Agency coupled with an interest
91
Agent’s breach of fiduciary duty to
principal
36
Breach of agency contract based up
on anticipatory repudiation
35
Damages due to agent’s negli
gence
34, 384
Enforcement of contract with third
party not aware of limitation on
agent’s implied authority 35, 228, 311
Independent frolic rule
228
Jointly and jointly/severally liable
311, 384
Law
91, 228
Liability for misrepresentations of
agents
228
Liability of undisclosed principal
34, 93,311,384
Liability on contract executed by
unauthorized agent
92
Principal’s recovery from third party
for unauthorized collections by
agent
34
Principal’s recovery from third party
for collections by agent made after
authority was revoked
311
Ratification doctrine
228
Recovery of damage due to agent’s
actions contrary to instructions
92
Rescission of contract
228
Respondent superior doctrine
384
Termination of contract
91
Tort liability claim
228, 311, 384
Tort of fraud
228
Unauthorized sale by agent
92
Warranty
228
Probability analysis
Effects on incremental income of
varying sales prices and variable
costs
186
Estimated annual revenue, schedule 354
Estimated annual drivers wages,
schedules
354

Uniform Partnership and Limited
Partnership Acts
159, 378
Patents
See also Intangibles
Discounted value of expected net
receipts
240
Litigation, disclosure in financial
statements
240
Royalty receipts, calculate
240
Valuation basis
240
Payoff table
12
Payroll
Internal control
363
Payroll tax returns
Federal unemployment taxes
58
FICA taxes
58
Income tax withheld
58
Reconciliation schedules
58
State unemployment taxes
58
Taxable wages
58
Pension plans
295
Accrual recognition of costs
54
Actuarial cost methods
54
Actuarial valuations
54
Consistency, change in actuarial as
sumptions
210
Difference between pension cost
charged to expense and payments
into fund
392
Disclosure of details in financial
statements
54
Past and current service costs, pre
sentation on income statement 314
Recognition of actuarial gains and
losses
392
Vested benefits
54
Percentage-of-completion method
See Contracts
Period costs
Definition
53
PERT
See Quantitative methods
Plainview Corporation
275
Pooling and purchase accounting
241
Pooling of interests
Footnote disclosure
286
Journal entries to record
352
Presentation when combination is ef
fected at midyear
392
Treasury stock issued
391
Post balance sheet review
207
Precision limit
See Statistical sampling
Prepaid expense
Worksheet adjustment
149
Present value
Equal periodic payments, calculate
using table
236
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Estimated annual cost of gasoline,
schedule
Net income, compute
Present value of netcash flows
Sales, compute
Probability sampling
See Statistical sampling
Product cost
Definition
Professional conduct
Audits of competing companies
Commingling of funds
Confidential information
Contingent fees
29,
Expert or specialist
Fees
Financial statements, false and mis
leading
Independence
285,
Independence, CPA negotiates terms
of acquisition on behalf of client
Independence, CPA supervises
client’s computer service
Independence, CPA utilizes client’s
time-sharing service
Liability for constructive fraud
Management advisory services
Tax return, signature of CPA
Program
See Data processing system
Program evaluation review technique
See Quantitative methods
Progresso Corporation
Property, plant and equipment
Acquisition by donation
Appraisal increase, depreciation
Audit procedures
28,
Budgetary control of capital expendi
tures
Deposit on machinery not yet re
ceived
Depreciation, cash flow
Improvements
Income tax method of cost deter
mination
Interest and maintenance cash flows
Land—additional discovery value
Land—at appraisal value
Lease v. purchase
Present value of purchase price
Present value of salvage value
Presentation
Removal costs
Sale of plant assets
Sales tax on machine purchased
Self-construction cost and value

Under construction for sale and
leaseback, presentation
313
Valuation basis after quasi-reor
ganization
237
Valuation on trade-in
173, 326
Quantitative methods
Activity variables
335
Breakeven point
201, 203
Coefficients
200, 335
Constraints
335, 339
Contribution margin, use
54
Composite contribution margin ratio 203
Derivative of equations
130
Differentiating the function
108
Electronic computer routine
200
Equations
128, 259
Formulas to compute marginal con
tribution to maximize total revenue 261
Graphs
54, 127, 339, 340
Identity matrix
201
Integral of a marginal cost function 340
Inverse matrix
202
Learning curve concepts
127
Least squares method
126
Linear programming
199, 335, 336, 338, 340
Marginal contribution per unit 54, 335, 337
Marginal contribution rate
48
Matrix operation
337, 339
Methods used in decision making
for capital budgets
111
PERT
258
Primary variable
200
Probability
131
Program evaluation review technique
(PERT)
258
Queuing theory
130
Second derivative
340
Shadow price
200
Simplex method
200
Simultaneous equations stated in ma
trix form
201
Slack variable
200
Unit contribution margin
203
Quasi-reorganizations
107, 168, 315
Random sampling
See Statistical sampling
Rapid Inc.
147
Ratio analysis
Analysis of variations in gross margin 18
Cost to retail
106, 168, 177
Dividends per share
6
Gross margin, calculate
178
Gross profit percentage on install
ment sales, compute
204
Inventory turnover
18
Net present values of investment op
portunities
186

354
121
354
121

53
103
103
103
285
285
285
29
287
286
285
285
103
284
29

50
28
387
215
215
388
273
48
326
273
49
107
272
273
273
242
49
326
316
109
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Number of days operations to cover
working capital deficit
18
Number of days sales outstanding 47, 386
Number of days sales uncollected
18
Net income ratio
18
Price-earnings ratio
6
Profit margin
18
Rate of return on investment
186
Rate of return on stockholders’ equity
6
Rate of return on total assets
18
Yield on common stock
6
Real property
See also Leases
Defects in title
305
Law
304
Lease assignment
306
Lease, holdover tenants
306
Lease, liability for failure to deliver
possession
306
Lease subletting restrictions
305
Lease survival clause
306
Mortgaged
304
Prescription period
304
Tenancy by the entirety
304
Title by adverse possession
305
Reconstructed account balances from
fragmentary information
246, 247
Records
Discontinuance
30
Relgne Corporation
71
Reliance on other auditors
287
See also Independence
Independence, evaluation
88
Professional reputation, evaluation
88
Responsibility for work of other au
ditors
88, 208, 360
Report, accountant’s
Change in method of accounting for
depreciation, approval
216
Change in method of accounting for
depreciation, effect
216
Change in method of accounting for
depreciation, disclosure
216, 359
Comparative data from prior year
205
Disclosure, general business recession 287
Disclosure, lack of independence
146
Disclosure, limited nature of engage
ment
148
Disclosure, subsequent awareness of
facts at date of report
207, 288, 362
Disclosure, use of alternate proced
ures
361
“Except for”
214
Failure to use interperiod tax alloca
tion, effect
216
Footnote disclosure
206,276
Internal use
27

Special audit—stockholders’ equity
148
“Subject to”
214
Substandard
214
Subsequent events
288
Reporting standards
Generally accepted principles consist
ently observed
147
Research and development
See also Tax return
Taxation
190
Residual securities
50
Responsibility accounting
108,319
Retained earnings
Capitalized for 15% stock dividend to
closely held corporation
392
Dated after quasi-reorganization
168
Prior period adjustments
314, 317
Restrictions
235
Schedule
251
Revenue recognition
Cash-collection basis
171
Deferred or unearned basis
171
Dividends, on date declared
389
Franchising
394
Sunk cost (or costrecovery) basis
49
Time of redemption basis
171
Riggs, G. F., Inc.
380
Risk Capital Limited
307
Risk of loss
227
Ronlyn Corp.
80
Ross Shirts, Inc.
69
Ross, Smith and Lewis
103
Royalties
Compute
240
Ruidoso Ski Lodge
19
Safety Surety Company
163
Sale and leaseback
314, 391
Sales
Document flows
82
Sales probability, compute
12
Sampling
See Statistical sampling
Sampson and Company
163
Sanitary Plumbing Corporation
100
School districts
General current fund, worksheet ad
justments
13
Pearce, E. T., annuity fund, work
sheet adjustments
13
Plant funds, worksheet adjustments
13
Restricted current funds, worksheet
adjustments
13
Sebal Manufacturing Corporation
53
Secret reserves
Defined
394
LIFO inventory method during period
of rising prices
394
Expensing of all human resource costs 394
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Securities
See also Tax return
Accountants’ liability for negligence
and nondisclosure
154
Blue sky laws
299
Classified as current assets
238
Insider transactions
98, 157
Privity of contract
230
Sale of stock to public in interstate
commerce
157
Securities Act of 1933
157,230
Securities and Exchange Commission,
registration
98, 154, 230, 299
Treasury stock reissued requires reg
istration with SEC
299
Securities Act of 1933
154, 157, 230
Senior securities
50,172
Several, Inc.
68
Simpson and Walker
231
Skadden,Inc.
138
Skidmore Trucking Company
380
Slow Corp.
147
Solt Manufacturing Company
370
Source and use of cash statement
71
Southern Fried Shrimp
394
Standard unit costs
Absorption costing
21
Direct costing
21
Stangren Corporation
54
Statement of changes in financial posi
tion
52,315,317,390
All financial resources concept 52, 171, 315
Cash concept
52
Changes in working capital, schedule 275
Net monetary assets (quick assets) con
cept
52
Working capital concept
52,317
Statement of source and application of
funds
See Statement of changes in financial
position
Statements, financial
Capitalization of installment purchase,
disclosure
368
Cash flow statement
71, 121, 317
Cash flow statement, present value
121
Change in method of accounting for
depreciation, disclosure
216
Change in method of accounting for
depreciation, effect
216
Comparative data
112,359
Competitive development, disclosure 368
Consolidated, dividends received and
paid under equity method
389
Consolidated, elimination of intercom
pany items
106
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Consolidated, inclusion of accounts of
wholly owned subsidiary that exists
primarily for purpose of leasing
property to parent
393
Consolidated, foreign subsidiary con
version exchange
106,389
Consolidated, minority interest
106
Consolidated, prepare worksheet 73, 124
Dividend policy, disclosure
368
Effect of interperiod changes
147
Errors, worksheet to correct
332
Federal income tax
359
Footnote disclosure 209, 276, 286, 295, 368
General objectives
396
Historical costs and current values,
comparative
352
Interim reports as predictor of annual
outcomes
319
Internal use
288
Journal entries to adjust accounts
276
Lease commitments, disclosure
368
Litigation, disclosure
240
Materiality
367
Misleading
206,359
Obsolescence, disclosure
209
Partnership
359
Pension plans, disclosure
54
Personal, basis of valuation
360
Personal, prepare worksheet
281
Pledged accounts receivable, disclo
sure
237
Pooling of interests
286, 392
Price-level financial statements
138, 348
Prior period adjustments
314,317
Pro forma
288
Purpose
396
Qualitative objectives
396
Retained earnings restrictions, disclo
sure
368
Statement of source and application
of funds
See Statement of changes in financial
position
Statement of source and use of cash 71
Unaudited
29, 88, 208
Worksheet for preparation of accrual
basis statements
254
Statistical sampling
Attribute sampling
143, 364
Confidence level
25, 77, 78, 143, 292, 365, 366, 367
Discovery sampling
143, 365
Error occurrence rate
25, 26, 77,78, 143, 144, 364, 365
Error types
144
Judgment sampling
364
Population characteristics
77
Precision limit 25, 77, 78, 292, 365, 366, 367

Stockholders
Rights, preemptive
98
Stockholders’ equity
Audit program
148
Special audit
148
Stratified sampling
See Statistical sampling
Subchapter S corporations
See Tax return
Substandard reports
See Report, accountant’s
Superior Products, Inc.
140
Suretyship
Alteration of principal contract re
leases surety
163
Chattel paper
302
Conditional sales contract
96
Co-suretyship
97
Discharge in bankruptcy discharges
claim of surety
163
Disposition of collateral upon default
on indebtedness
303, 383
Filing of financing statement
96, 303
Law
96
Liability of guarantor upon default 97
Liability upon default, sale subject
to existing mortgage assumed by
purchaser
97
Liability when there are two or more
sureties
311
Material modification of original
transaction, effect on liability 163, 311
Notification of debtors’ performance
or default
163, 311
Perfected security interest 96, 97, 302 303
Repossession upon default
302
Rights of co-maker to pledged col
lateral upon payment if loan in
default
98
Security interest
302
Security interest in after-acquired
property
383
Subrogation to claim of creditors
311
Uniform Commercial
Code96,301, 383
Tax accounting v. business accounting
See Financial accounting v. tax
accounting
Tax return
Accrual method of accounting
6,51,117, 134
Amortization deductions
72
Amortization oforganization costs
329
Audit objectives
368
Bad debts
5, 265
Capital gains and losses
3, 5, 117, 182, 189, 190, 193, 251, 264
266, 269, 344, 347, 395
Capital loss carryover
344, 393
Capital loss deduction limitation
395

Probability sampling
364
Random sampling
24, 77, 293, 365, 366, 367
Sample size
77, 143, 144, 293, 294, 365, 366, 367
Sampling for attributes
24, 26, 77, 143
Schedule to compute middle stratum
of accounts receivable
195
Stratified sampling
291,366
Statistical techniques
Frequency distribution
292
Geometric mean
292
Linear programming
292
Mean
367
Median
292
Poisson
292
Standard deviation
365, 366, 367
Stock
Capital, financial statement presenta
tion
242
Common, book value per share
47
Common, dividends
140, 328
Common, earnings per share
50, 140, 172, 180, 255, 326, 393
Common, equivalent status of con
vertible securities
172, 255, 393
Common, equivalent status of em
ployees stock option
172, 255, 394
Common, equivalent status of pre
ferred stock
255
Common, equivalent status of war
rants
172, 394
Common, outstanding shares
140, 180
Common, weighted average number
of shares, compute
255
Common, adjusted for stock dividend/
stock split
170, 327
Model Business Corporation Act
43
Preincorporation subscription with
drawn prior to incorporation
43
Preferred, liquidation preference
314
Preferred, stock dividend
140
Secret reserves
394
Stockholder contributions less than
par, legal liability
43
Watered stock
394
Stock distribution
See also Dividends
Dividends out of legal capital 43, 157
Stock dividend
107, 140, 170, 235, 238, 295, 327
Stock dividend, capitalized for 15%
dividend to closely held corporation 392
Stock split
140, 235, 295
Twenty to twentv-five percent (2025%)
295
Stock option
See also Tax return
Compensation
107
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Capitalized expenditures
56
Cash method of accounting 5, 6, 51, 117
Casualty loss
4
Charitable contributions
2, 6, 192, 251
“Claim of right” doctrine
51
Completed-contract method
122
Computation
332
Constructive receipt
324
Contingent fee
29
Cost of goods sold, compute
265
Compensation in closely held cor
poration
192
Declining-balance method
120
Deductions from adjusted gross in
come
56
Deductions from gross income
56
Deferred tax
72
Depletion
3
Depreciation
16,72,120,189,190,
192, 193,265, 345, 346
Depreciation group guideline classes 191
Depreciation recapture
329
Dividend distribution
192
Donated land, sale
329
Donation of depreciable equipment 193
Double-declining-balance
191, 193
Exclusions from gross income
56
Gains or losses on repossession
2
Gains taxable under Section 1231,
1245, and 1250
16, 134, 189, 329
Gambling losses
267
Hobbies
267
Inclusions in gross income
56
Income averaging
6
Installment sales
2, 6, 117, 204, 265
Interest expense
3, 266
Interperiod tax allocation 72, 316, 324
Intraperiod tax allocation
324
Inventories, pricing
315
Investment tax credit
3, 72, 120
Involuntary conversion
4, 182, 324
Joint taxable income schedule
182
Life insurance proceeds
267
Liquidation
191
Lobbying expense
190
Loss carryforward
46
Major stock ownership, influence
117
Medical deductions
182,266,346
Moving expenses
268
Operating loss carryover
345
Ordinary income, compute
16, 134
Organization costs
329
Partnership, division of income189, 268
Partnership sale of assets to partner,
gain
118
Preparation of return for compensa
tion
213

Profit sharing
269, 346
Provision for potential deficiencies 368
Repairs
2
Research and development
190
Review procedure when returns pre
pared by client
213
Sale of equipment, ordinary income 121
Security transaction
344
Sick pay
267
Signature of CPA
29, 213, 289
Signature of CPA, AICPA Statement
on Responsibilities in Tax Prac
tice No. 1
213
Signature of CPA, federal income tax
regulation
213
Stock options
188
Subchapter S
119,268
Tax free poverty level
346
Tax preference items
345, 395
Taxable income schedule
182, 251
Ten percent minimum tax
345
Timing differences
72
Travel expense
2
Unreasonable accumulation of cor
porate earnings and property, effect
on major stockholder
269
Use of estimates
213
Use of estimates, disclosure
213
Taxes, payroll
See Payroll taxes
Taxes, property
Accrual when fiscal year differs from
that of taxing authority
388
Terminal Ice Company
232
Thames Corporation
368
Tort liability claim
228
Thrift Shops, Inc.
136
Trade in
Equipment valuation
173, 326
Financial accounting method
173
Income tax method
173
Treasury stock
Acquired by stockholderdonations 170
Cost method
170
Excess of cost over subsequent sales
price
49
Financial statement presentation
242
Issued for acquisition accounted for
as pooling of interests
391
Par value method
170, 329
Reissue, registration with SEC re
quired
299
Tyme Motor Freight, Inc.
16
Ultra vires acts
Derivative suit
382
Fully executed transactions
382
Uncollectible accounts
Allowances, compute
329
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Write-off, effect on working capital 325
Uniform Commercial Code
Article 2 — Contracts
93, 161,222, 225, 232, 373
Article 3 — Commercial Paper 38, 376
Article 4 — Bank Deposits and Col
lections
38, 233, 376
Article 9 — Secured Transactions
and Suretyship
96, 301, 383
Valvo Plumbing Corporation
100
Vandiver Corporation
240
Vernon Enterprise
121
Warehouse
Audit program
81
Inventory
81,290
Inventory confirmation
290
Warranty
Estimated claims
388
Express
227, 308
Implied
227
Watered stock
394
Weinstein Contractors, Inc.
122
Wells and White
307

Wells, Williams and Meyers
Western Meat Processing Company
White Bakery Company
White Manufacturing Corporation
Williams Watch Company
232,
Wilson and Wyatt
Winston and Mall
Working capital
Amortization of unexpired insurance
premiums, effect
Elements
Explanation
Write-off of uncollectible accounts,
effect
Working papers
Compute effects of error on financial
statements
Property of CPA
Worksheet to adjust accounts
30,
Worthmore, Inc.
Wright Hospital
Zakin Co.
Zeta Corporation
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8
216
228
194
309
307
381
50
237
167
325
307
332
44
149
146
262
110
164

